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EDITORIAL
To everyone who understands any of the
principles of accounting, it must seem
extremely unfortunate that in an inves
tigation of paramount importance a committee of the senate of
the United States should not exercise more care than was dis
played in the recent questioning and cross-questioning of J. P.
Morgan and other members of his banking organization. We
hold no brief for Mr. Morgan nor for any one who has appeared as
a witness before the senate investigating committee, but the pub
lic is entitled to hear and to understand both sides of a question
which has been made a common topic of newspaper publicity and
general conversation. In sum, the result of the investigation at
the time of writing these notes seems to have been a revelation of
banking practice as conducted by one of the greatest banking
houses in the world. The purpose of the examination is not alto
gether clear. So many collateral issues have been dragged into it
that the original intent has been obscured. We are not concerned
with the propriety of the investigation. That is a matter for de
termination by those who are charged with the administration of
the government. There has, however, been so much stress upon
alleged evasion of taxation that it seems to us high time that some
one should state the facts as they are, without attempting to read
into them a mass of misleading inference. Of course, it is beyond
doubt that no member of the senate nor any other citizen of stand
ing would dream of attempting to avoid the payment of all the
taxes to which the government by any process of reasoning might
1
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seem entitled. We know, of course, that no one would for a
moment consider paying a cent less in taxes than the most liberal
interpretation of the government’s tax laws from the government’s
point of view would justify. Nevertheless, it seems a little
strange that the newspapers of the country and the people to
whom the possession of wealth appears to be a crime should so
easily overlook the facts. We hear much about the fact that Mr.
Morgan paid no income tax in 1931. We hear practically nothing
of the fact that during that year his firm made an actual loss of
twenty-one millions. Yet we are told that he should have paid
some amount, unspecified, in taxes, apparently because he is a
man of wealth.
The tax laws of the country are quite
specific in their description of what
should be regarded as taxable income.
And there is nothing in any law which can be construed as an
authority to tax net losses as income. When the first income-tax
laws were written, accountants, who were largely consulted,
emphasized the merits of the British system, wherein capital
gains are not taxable and capital losses are not deductible. In
Great Britain the income tax is a tax upon income, and in the long
run is a more stable source of revenue to the government than a
tax on income which includes in its computation profits or losses
from the sale of capital assets. In a time of rising prices it seems
that a tax on capital gains must produce a greater revenue than a
tax upon pure income, but times of rising prices are not always
with us and over a long period of years it is found that declines
equal, if they do not exceed, advances. Therefore, although in
some years a tax upon capital gains may produce a great amount
of revenue to the government, in other years when values are de
clining, ordinary income does not bear its full tax and the advan
tages of prosperous years are, to a considerable extent, lost. This
is well demonstrated in the experiences which were the object
of senate investigation. A great point has been made of the fact
that during the year 1931 Mr. Morgan and his partners paid to
Great Britain large sums in income taxation, but nothing is said
of the fact that during the boom years the amount of British taxa
tion paid by them was much less than it would have been had
there been a tax on capital gains. So in the year 1931, for ex
ample, Mr. Morgan was unable to obtain relief from the tax upon
2
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his pure income in England, however great his capital losses were
during that year. In America where the bulk of their taxes are
paid he and his partners were taxed somewhere in the neighbor
hood of fifty million dollars during the years of the bull market
and that tax, of course, was paid. Now, when the inevitable effect
of including capital gains in the amount of taxable income
takes place, Great Britain still collects but the United States
does not.
The trend of the investigation in the
senate seemed to indicate a desire to
prove some sort of wrong-doing because, forsooth, the Morgan
partners took a perfectly legal advantage of the terms of the
law. To an accountant, whose experience with the computa
tion of taxable income is generally wide, it is impossible to
understand why a law which works to advantage of the govern
ment in years of climbing prices should be regarded as an in
iquity when prices are falling to almost unprecedented levels.
It is high time that senate investigations should be conducted in a
manner less discreditable to the dignity and spirit of justice
which should animate a tribunal so exalted. It does not reflect
any honor upon the elder statesmen of the country when for some
reason not obvious they permit their investigations of citizens to
degenerate into a bear-baiting exhibition. The house of Morgan
has been under investigation on various occasions and its records
have always been illuminating. Certainly, the prestige of
American banking has been increased and strengthened by
brilliant conduct of international financial affairs. If the house
of Morgan has been guilty of anything resembling bad practice
or worse, it should be called to account, but it is impossible to
follow the reasoning of people who are accusing so important an
organization of some vague malpractice simply because the firm
has obeyed the law. If the law is wrong, by all means let it
be changed, but in the name of all that is right and honorable let
us have done with innuendo and what Senator Glass aptly de
scribed as a circus. A celebrated comedian said the other night
that it was almost impossible to see Mr. Morgan through the
crowd of midgets. What a commentary. Apparently the dis
graceful incident of one circus midget foisted upon the attention
of the investigating committee was not in mind when this com
ment was made. The whole affair takes on the semblance of a
3

There Are Two Sides

The Journal of Accountancy

combat in the arena staged to gain the applause of the gallery.
There are always, particularly in a republic, thousands of people
who revel in the imputation of wickedness to persons who have
more of this world’s goods than the average man possesses. The
ownership of wealth may be a crime, but it is not so written in the
common law nor in any of our statutes. Apparently some of the
most loud mouthed critics of banking practice are imbued with
the idea that whether a rich man is taxable or not under the law,
he should nevertheless be taxed. This does violence to common
sense and common decency. The congress of the United States
enacted the laws, and if the laws are wrong who is to blame except
the congress of the United States? We are inclined to believe
that the house of Morgan is not greatly interested in defense of its
acts and what we are saying now is merely an expression of regret
that the principles of fair play and common honesty are not
always the basis of investigation. The partners who appeared
before the senate committee displayed a remarkable willingness
to answer questions and a patience quite beyond belief. However,
the whole investigation affords a spectacle which must offend
everyone who honestly desires that the facts shall be known
without respect to censure or praise of any person or firm. It is a
little remarkable also that in a body of the high standing of the
United States senate there should be so great a lack of knowledge
of the principles of business and of accounting. With the single
exception of Senator Carter Glass, the committee has not dis
played, whatever its sentiments may really have been, so much
interest in discovering facts as in proving preconceived theories.
Accountants understand, probably better than most people, the
fundamental principles of business and of taxation. They might
have been called in to assist in the investigation—but that prob
ably would have been too much to expect. They can not, how
ever, fail to deplore the want of accounting knowledge which
seems to have prevailed during the investigation.
During the past three years account
ancy, in common with all vocations, has
passed through an acute depression and the question of unemploy
ment of competent men has assumed an importance to which it
had been a stranger. The seasonal nature of accounting practice
has always been a serious problem, and after the rush of the winter
there has been in every year a sharp falling off in demand for
4
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qualified assistants, but during the three years last past, unem
ployment has continued throughout every twelvemonth. Many
men of experience and ability have been unable to earn a liveli
hood. Even some members of the Institute itself have been
severely affected, and in some cases actual want has befallen
men who had absolutely no reason to expect that their services
would not be required. This condition has given rise to a great
many discussions, not in public meeting, but among groups of
accountants at lunch or on the golf course, and there is growing up
a strong sentiment in favor of some kind of relief to provide for the
unfortunate members of the profession who are afflicted by no
fault of their own. It has been suggested on many occasions
that now is the time for the American Institute of Accountants to
create a fund, to be earmarked entirely for relief purposes, from
which, when occasion demands, help may be drawn for the needy.
Naturally such a fund could not be created over night, particularly
when no one is overburdened with this world’s goods. But there
should be some machinery set up which would establish a fund,
and there should be some method of adding year by year to the
fund either by voluntary subscriptions or by some other plan
which would lead to gradual accumulation of a large fund, large
enough in fact to take care of the most worthy cases whenever
occasion might arise. We all hope that the depression, which
seems now to be lifting, will never be succeeded by another so
severe, but the experiences of the past few years have indicated
indisputably that we are not and never will be free of the danger
of hard times. Perhaps it will be long before so many men are
unable to find employment as have been out of work since 1929,
but sooner or later the cycle will run its course and we shall have
hard times again.
It has been suggested that this matter
should be discussed in these columns and
that members of the Institute should be
invited by this means to express their opinions as to the propriety
and feasibility of creation of a relief fund. The institutes and
societies of Great Britain have large resources set aside exclusively
for the aid of accountants and their dependents. Much of this
accumulation has been derived from the initiation fees of members.
In the leading British organizations initiation fees are much higher
than they have ever been in the United States, and it is easy to
5
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set aside from those fees a sufficient amount to build up an
imposing total. No accountant who has gained his livelihood
from the profession should hesitate to participate in the establish
ment of a relief fund. Probably no accountant not in actual
want himself would care to refrain from some participation,
whether small or great. At any rate, the matter is of urgent im
portance and we cordially invite the members of the Institute
and other accountants as well to express their opinions upon this
subject.
The usefulness of the federal reserve
Verification of Finan
pamphlet entitled Approved Methods for
cial Statements
the Preparation of Balance-Sheet State
ments was recognized throughout the United States and in Feb
ruary, 1925, Rafael Mancera Ortiz published a translation into
Spanish. The edition was limited to one thousand copies and
is now exhausted. It was sold throughout Mexico, Central and
South America. A new translation has now been made of the
revised edition and it is about to be published as a pamphlet in the
City of Mexico. With the instructions will be published also
editorial notes which appeared in The Journal of Accountancy
in March, 1929, and March, 1933, with certain extracts from the
Bulletin of the Institute issued in the latter month. The old
edition obtained the approval of the leading schools in Mexico
and was considered a comprehensive guide for students. Audits
are compulsory in Mexico in certain cases. For instance, if a
corporation desires to issue securities it must have its balancesheet certified by a public accountant before issuance of the secur
ities, and an annual audit must be conducted so long as there is a
single bond outstanding in the market. These provisions are
contained in the law of negotiable instruments dated August 26th,
1933, articles 210, 212, 213. The balance-sheet prepared as
described must be printed with the securities and the annual
balance-sheet must be published in the Official Gazette. Corpora
tions which desire to have their securities listed on the Mexican
stock exchange must present a balance-sheet certified by a public
accountant, and they must also present semi-annual financial
statements including a profit-and-loss account. According to a
project for a new commercial code which may go into effect in the
near future, all balance-sheets made out by corporations must be
audited annually by certified public accountants. The provision
6
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for compulsory audit is similar to that contained in the federal
securities act which recently passed the United States congress
and was signed by the president.
The action of the federal trade commis
sion, to whom administration of the new
federal securities act has been entrusted,
in calling for advice and assistance by
the American Institute of Accountants gives indication of an earn
est desire to make the new law not only protective but also work
able. There is apparently no attempt to carry out the purposes
of the law without consultation with the men most qualified to
suggest practical methods. A committee has been appointed by
the president of the Institute to cooperate with the federal trade
commission, and the commission on its part has appointed a
sub-committee of advisors on its regular staff to draft rules and
regulations which are to be the subject of joint consideration by
the two committees before promulgation. Generally speaking,
the law as it stands may be regarded as a singularly satisfactory
piece of legislation. There are certain clauses in it about which
there may be a difference of opinion, but the need for adequate
investigation prior to the issuance of securities is well recognized,
and, if the law is carried out according to its intent and the
evident desire of the administrative body, it will doubtless result
in safeguarding investors and raising to a high plane the whole
business of security flotation. Naturally the federal law does not
supersede state laws, so far as local issuances are concerned, but
few securities are sold entirely in any one state and sooner or later
they practically all become the subject of interstate administra
tion.

Administration of
Federal Securi
ties Act
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Accountancy in Germany
By a Resident Accountant

I

Germany, the United States of America and England are per
haps the three most highly industrialized countries of the world.
It might be deduced from this fact that the development of ac
countancy as an organized profession should have taken place
more or less contemporaneously in the three countries. This,
however, has not been the case. An investigation of the reasons
why this happened would lead to a discussion of matters which
have no place in this article. It must suffice to say that before the
war there was little development in Germany in this direction and
that for ten years after the commencement of the war (if one in
clude the inflation period) the country was shut off from foreign
influences and ideas.
In 1925 a number of well-known firms of accountants estab
lished offices in Germany, in the first place to deal with the financ
ing of German industry by foreign countries, in particular,
America, which commenced at that time. These non-German
firms brought with them the tradition of an organized profession,
and it was at once apparent to thoughtful Germans that these
non-German firms must have something which the German firms
lacked, when it was seen that the lion’s share of the investigation
work in financing fell to non-German firms.
It was not, however, until 1930 that any definite move in the
direction of forming an institute was made. The problem facing
the promoters was not an easy one. On the one hand there were
the so-called Treuhandgesellschaften (trustee companies). The
more important and influential of these companies had been
originally formed by the larger banks to carry out the trustee
work that falls to a bank. As a side-line they had undertaken
accounting and auditing work for their banks. In course of time
this branch of their activities became more and more important
and they eventually found themselves called upon to undertake
accounting and auditing work quite independent of the bank’s
connections. The staff of many of these companies developed in
course of time technical capacities which would put them on a
level with accountancy firms anywhere in the world. On the
8
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other hand, there were a number of persons practising on their
own account as auditors and accountants, the so-called bücherrevisoren. Anyone can call himself a bücherrevisor; but a number
of bücherrevisoren also acquired the status of “sworn” bücherrevisoren. The oath was administered either by the local court
(in that case the accountant’s practice probably was mostly
bankruptcy work) or by the local chamber of commerce. In
neither case was more demanded of him than proof that he had
practised as an accountant and that he had not been convicted
of any offence. Some bücherrevisoren obtained a degree of local
eminence, but the general average probably confined itself to
small audits and to assisting the class of firm which can not afford
to keep an experienced bookkeeper.
The promoters of the institute have succeeded in two things:
(1) they have persuaded the government to establish a class of
professional men called “approved auditors,” on whom alone the
right to audit balance-sheets of certain corporations has been con
ferred by statute; (2) they have established an institute. They
have not, however, succeeded so far in persuading all approved
auditors to join the institute, which is a voluntary association.
Parallel with the movement to unite the diverse elements in one
body of accountants was a movement to introduce a compulsory
audit of German companies. This movement received a great
impetus from a number of financial scandals which occurred in
1930 and 1931, and particularly from the “bank crash” of July
13, 1931. For some years past a number of reforms of the com
mercial code had been under consideration in the government de
partment concerned. After the “bank crash” word was given
that the proposed amendments were to be worked up into the
form of a law as soon as possible. On September 19, 1931, a
decree was published, dealing with various prevalent abuses in
company law and establishing definite and to some extent detailed
rules as to how balance-sheets of public corporations were to be
drawn up and the items stated therein. It also provided for the
appointment of approved auditors (wirtschaftsprüfer) to such
corporations. Owing to the fact that approved auditors were not
in existence at the time, it was left to the government to put the
relative sections into force as and when it saw fit. Two supple
mentary decrees have since appeared, the first making audits of
companies with a capital exceeding RM. 3,000,000.—compulsory
in the case of accounts covering a financial period commencing
9
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after October 7, 1931, and the second making audits compulsory
where the capital exceeds RM. 500,000.—, and this is applicable
to periods commencing after October 1, 1932.
II

Though the movement to form an institute and generally to
raise the status of the profession emanated from professional cir
cles, it was found necessary to enlist the aid of the government at
an early stage. This was so, partly because the government in
Germany is invariably the initiating force in reforms of this kind,
but mainly because without the active assistance of the federal
government it would have been impossible to persuade the state
governments to adopt uniform provisions for the whole of Ger
many. The movement thus started at the seat of government,
and consequently there might have been a danger that politics
would enter into it. This danger was obviated by creating special
boards, which are really subcommittees of the local chambers of
commerce. These latter bodies are non-political. There are
nine such boards in Germany, with a chief board in Berlin.
Their functions are:
(1) To examine candidates for admission to the office of
“approved auditor” (wirtschaftsprüfer).
(2) To watch over the activities of approved auditors; in
particular to see that approved auditors maintain their
professional character and do not engage in extraneous
activities, e.g. financing, and do not accept appoint
ments where there could be any doubt as to their
impartiality, e.g. where the auditor is related by blood
or by marriage to the management of the corporation
audited.
(3) To keep a list of approved auditors and approved audit
ing concerns (N.B. an approved auditing concern
(wirtschaftsprüfungsgesellschaft) can only remain on
the list so long as one of its managers, if a corporation,
or all of its partners resident in Germany are approved
auditors).
Candidates for examination must satisfy the local board that
they have had at least six years’ practical experience. The exami
nation is intended to be a severe test of the candidate’s professional
knowledge and abilities. It consists, as is usual in Germany, of a
thesis which the candidate writes at his leisure (he has to certify
that it is his independent work) followed by a further written test
in the examination room, in which, however, the candidate is not
10
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pressed for time. Assuming that the examiners are satisfied with
the written work, the candidate is allowed to present himself for
a viva-voce test. He is examined for perhaps one hour by a
number of specialists, and this is the real test of his ability, be
cause the bearing of the candidate and his quickness in grasping
the point of the question all count with the examiners.
At the present time, about five hundred persons and some sixty
or seventy auditing concerns have been accepted. These figures
include a number of persons, who, having been in practice for a
number of years and being of proved capacity, were admitted
without having to undergo the written test. Bearing in mind
that Germany has a population of some 63,000,000, it is clear that
the authorities have only accepted such persons as could show
that they have really first-class professional qualifications (the
bulk of the bücherrevisoren, of which there must be some thou
sands, have not been accepted and will scarcely now be able to
take the full, written examination), and that they have so far kept
to the original intention of making the title of “approved auditor ”
an office and not a kind of diploma or degree.
It should be especially pointed out that the title of approved
auditor is intended in Germany to indicate an office and is only
tenable so long as the person continues to practise. Candidates
must be thirty years of age or more and must be in practice either
as managers or partners of an auditing concern or on their own ac
count. Hitherto the only exception to this rule has been that
persons who have the power to sign the firm’s name of the auditor
or auditing concern may be admitted to examination. As a
matter of fact, there has been considerable opposition to this ar
rangement. Some trustee companies have threatened to give all
their senior men, not merely their senior “managers,” pro-forma
power to sign for the company, so as to make them eligible to sit
for the examination; and in many quarters it is felt that the age
limit is too high. But, whatever happens, it seems unlikely that
the title of approved auditor will become a degree which a young
man can win after having passed through his learner stage, in
dicating that he has followed a course of study, and can carry with
him throughout his life. It will continue to denote that a man
has adopted a profession, has learned that profession and attained
skill in it and is actively engaged in it and subject to its profes
sional ethics. Should he cease to practise, he will have to give up
his title.
11
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As accountancy is a relatively new profession in Germany, it is
obvious that its functions in the economic system have not yet
been clearly delimited. Some lawyers and even engineers who
have had business experience have been admitted. In the panic
of the bank crash in 1931 it was imagined by some that a class of
men who could pronounce upon the business capacities of the
directors of the business could institute methods for revivifying
moribund businesses, could investigate the efficiency of its ma
chinery, could independently ascertain the value of its inventories,
could pronounce on the soundness of its legal agreements, besides
incidentally auditing its balance-sheet, was required. Whether
such members with extraneous training will combine with others
who have confined themselves purely to auditing and accounting
or will drop out of the profession remains to be seen.
Foreigners are not debarred from becoming approved auditors
simply because they are non-Germans. They must, of course,
have sufficient knowledge to sit for an examination which is con
ducted in German, i.e. they must speak German fluently and
write it grammatically. Secondly, the Germans have quite rea
sonably insisted that a foreigner can only be admitted where the
foreigner belongs to a nation which at home would admit Germans
without debarring them for reasons of nationality. Finally, they
have insisted that an auditor of non-German nationality should be
resident in Germany and that his firm should be a registered
German firm. This is only natural in view of the facts that an ap
proved auditor, as has been shown already, holds an office, and
that, as will be explained in the following section, the duties and
responsibilities of approved auditors have been strictly defined in
the commercial code. As a matter of fact, several of the larger
American and English firms have been represented in Germany
for some years, and, in most cases the German office, which com
menced as a mere branch, was eventually transformed into a fullpledged German firm, though the partners were not of German
birth nor had they been naturalized. It says a great deal for the
broad outlook of the powers that be in Germany that when the
question of the admission of these partners and their firms to the
office of approved auditors was raised, it was at once agreed that
no difficulty should be placed in their way, and several firms of
non-German origin have already become approved auditors.
An institute of approved auditors (institut der wirtschaftsprüfer), membership of which is open to all approved auditors, has
12
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been founded. It is intended that this institute should exercise
similar functions to the institutes in other countries, particularly
in forming a strong committee to watch over the professional
ethics of its members; and it was hoped that, being a voluntary
association of professional men it would play an important part in
the development of the profession in Germany. It is much to be
regretted, however, that in certain provincial centers approved
auditors have not seen their way to join the central institute.
Local patriotism is strong in Germany, and some time must elapse
before local wishes are sunk, although no doubt in course of time
this will happen. The non-German firms have all become mem
bers of the institute and have given it their loyal cooperation,
particularly in supplying data regarding the established practices
of the older institutes in other countries.

III
It should be explained that German corporations with limited
liability are divided into two main types, the G.m.b.H. (gesellschaft mit beschränkter haftung) and the A.G. (aktiengesellschaft). The G.m.b.H. was originally designed to meet the needs
of a partnership where the partners are getting old and wish to
retire from active management with the least possible disturbance
to the business. The G.m.b.H. form of organization permits the
partners to convert their capital interests into fixed holdings with
limited liability, which, of course, can be transferred on death to
their heirs as holdings, so that the business need not pay out the
deceased partner’s interest. The management of the business is
in the hands of managers (geschaftsführer) who are appointed and
dismissed by the shareholders. Often, too, the managers are
bound not to undertake certain transactions, e.g. purchase of real
estate, without written consent of the shareholders. Balancesheets need not be published. This form of organization, apart
from the special case mentioned above, also suits the needs of the
small business admirably, and it is common to find that manage
ment and shareholding interest are combined in one person.
G.m.b.H.s with a large capital are rare; there are, however, a few
large family businesses in G.m.b.H. form. Since the war, more
over, the G.m.b.H. form of organization, particularly because no
publicity is required, has been increasingly used for subsidiary
companies of large concerns, for selling organizations of cartels,
etc. The modifications of the commercial code regarding the
13
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compulsory appointment of auditors do not at present apply to
G.m.b.H.s. Public opinion does not yet call for the appointment
of auditors to companies where the chief sufferers in a bankruptcy
would be the shareholders, who should be in close touch with the
company and know what is going on.
The “public” corporation with outside shareholders, the A.G.,
has a double management, the supervisory board (aufsichtsrat)
and the active managers (vorstand). The managers represent
the corporation individually and not as a board, and they are re
sponsible for the conduct of the current business of the corpora
tion. The main function of the supervisory board is to watch
over the activities of the management and to see that the interests
of shareholders are protected. It usually appoints and dismisses
the managers, and sometimes it is provided that the supervisory
board must be consulted before important contracts are concluded.
The board usually consists of distinguished lawyers, local mag
nates and often of representatives of any banks which have lent
the corporation money. Possibly the chairman and one or two
members of the board have a practical knowledge of the trade.
But the tendency is to appoint men whose business connections
are valuable and bankers who want the internal information a seat
on the board gives them.
Until the recent reforms in the commercial code, the board was
also responsible for presenting the annual accounts of the corpora
tion to the shareholders as a correct statement of the financial
position of the corporation. It could employ an auditor to check
the accounts, but it still remained responsible for their correct
ness. In theory it was supposed to check them itself, but this
was in practice out of the question. This theory, however, was
the great stumbling-block to the reform party. The reformers
had to convince powers that were, not only that an audit was
necessary in itself, but also that the existing machinery was not
conducive to a proper audit of a corporation’s accounts. And
there, of course, they encountered strong vested interests. The
argument was that the English system might suit English condi
tions, but under the German system provision was already made
for a supervision of the accounts. The grave financial scandals of
1930 and 1931 changed the public’s view and led to the introduc
tion of a system, which more or less follows the English. The
supervisory board is now no longer responsible for the correctness
of the accounts—the shareholders must at each annual meeting
14
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appoint auditors (wirtschaftsprüfer) to audit the accounts of the
year in which the meeting is held.
Normally, the annual meeting appoints the auditors and the
management concludes the audit contract with the auditors desig
nated by the meeting. In two cases the local court appoints the
auditors; (a) where the shareholders in general meeting have
neglected to appoint an auditor, then the management, super
visory board or any shareholder can request the court to appoint;
(b) where a minority commanding one-tenth of the capital can
convince the court that there are good reasons for not appointing
the particular firm or person chosen by the majority of the share
holders in general meeting.
The persons appointed may not be members of the management
or of the supervisory board, nor may they be employees of the
corporation. They must be chosen from (a) approved auditors
(wirtschaftsprüfer) or (b) auditing concerns admitted as approved
auditors (wirtschaftspriifungsgesellschaften) . But if an auditing
corporation is appointed it must not be a corporation over which
the corporation audited can exercise an influence, e.g. a bank can
not appoint its own audit corporation.
The management is compelled to allow auditors to inspect
the books, count the cash, etc. and must produce all evidence
and give all explanations the auditors may reasonably re
quire.
The duties of auditors require them to submit a report on the
accounts (not for publication). (This report is for the supervisory
board, which in turn must report to the shareholders in general
terms whether the report was satisfactory or not. The report
must state whether the auditors have received the evidence and
explanations they required, whether the accounts are drawn up so
as to conform with the requirements of the commercial code,
which lays down detailed rules as to the form of balance-sheet
and the values at which items must be stated). Furthermore, the
management must also prepare a report, apart from the accounts,
in which, inter alia, the information regarding the following is
given: transactions in own shares, the existence of vinculated
shares, the existence of contingent liabilities of various kinds, the
total salaries of the management and supervisory board sepa
rately, and any matters of particular importance that have taken
place since the date of the balance-sheet. The auditors must
also comment on this report.
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The auditors must also append a certificate to the accounts and
to the report of the management, certifying:

Whether after a conscientious audit based on the books and other
written records of the corporation and on the evidence produced
and explanations offered by the management, the accounts of the
company and the report of the management are in accordance
with legal requirements.

It will be noticed that the form of the certificate is extremely
wide. In particular, at the moment, questions are being raised as
to what is covered by “legal requirements.” It is clear that this
item includes the requirements of the commercial code, but “legal
requirements” might cover any other branch of law. Is the
auditor responsible for seeing that none of the contracts stated on
the balance-sheet contravenes the unfair-competition laws, that
not only is a reasonable reserve made for taxes, but that it is the
“correct” one, or, for instance, that the proper insurance stamps
have been affixed to the workers’ cards? Time alone will provide
the answer to these and many other enquiries arising out of a
decree which, in its conception, was certainly a step in the right
direction, but inevitably, being hurriedly prepared and forced
through as a presidential decree without a debate in the reichstag,
has certain weak spots.
The auditor must carry out his work conscientiously and with
out fear or favor. (This also applies to every person engaged on
the audit.)
He must preserve the secrets of his clients. (This also applies
to every person engaged on the audit.)
Where the appointed auditor, the audit corporation or a person
on the staff of an auditor or audit corporation wilfully violates the
duty to work conscientiously or to preserve the secrets of the
client, he or they are liable to the client in damages to the full
extent of the damage proved. It should be noticed that where a
member of the staff has betrayed secrets etc. it is not necessary for
the client to sue the auditor—the actual delinquent can be at
tacked direct. Where the violation was not wilful but merely
negligent, damages are limited to RM. 100,000.—for each case.
An auditor can not by special agreement contract himself out of
this liability to pay damages.
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Some Aspects in Accounting for Manufacturers
Employing Contractors
By Julius D. Kahn

The manufacturing portion of the garment trade is concen
trated to a great extent in large cities. This immense industry is
not monopolized by a few large concerns but is composed rather
of many small and medium-sized businesses. Because of the
many intricate problems involved in each function of producing
a finished product, and because of mass production required,
specialization in industry is becoming common, so that practically
all the larger manufacturers are turning over the production part
of their business to contractors. These contractors perform
merely the necessary processes to convert raw materials into a
finished product.
By employing contractors, the manufacturer is benefited in
many ways, especially where all the functions of operating the
business are under the control of the proprietor. It enables him
to concentrate more upon the important question of distribution
of his product; to devote more energy toward purchasing the raw
materials of latest designs at the lowest prices compatible with
quality; it enables him better to finance himself by avoiding large
investments in plants and by eliminating waste due to idle equip
ment and the carrying of “key” operators through slack periods;
it enables him to avoid controversies with labor unions, as he
can employ out-of-town contractors where conditions may be
more favorable to him; and in some instances he can obtain the
finished product cheaper than if he produced it himself, as con
tractors specialize in manufacture only and usually work for more
than one manufacturer, thereby obtaining all the benefits of mass
production by combining the plants of many factories into one.
In order to be assured of a minimum amount of production, some
manufacturers require at least one contractor to handle their
output solely, and to him they give the bulk of their business; or
they may limit the number of manufacturers the contractor may
serve if the latter desires to retain the business. Being relieved
of the details of production, the manufacturer is thus better en
abled to coordinate his output with sales orders.
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These advantages, however, are not without evils. As a con
tractor operates on a close margin of profit on labor charges, he
may be tempted to employ fraudulent means to advance himself
financially. To operate efficiently and prevent any “leaks” in
his organization, the manufacturer must protect himself against
these fraudulent practices.
To illustrate, the manufacturer may estimate 3¼ yards to a
garment and compute his costs accordingly. The contractor
may endeavor to save cloth by cutting
yards to a garment
by skimping or by cutting smaller sizes than ordered. Thus he
may return more garments from the materials allotted than the
manufacturer contemplated. As a result, the manufacturer will
be paying the contractor for these garments additional labor
charges, and he will also be paying for his own materials at ad
vanced prices.
The production manager of a medium-sized concern in collu
sion with certain contractors accepted garments in excess of the
quantity charged on order, which operated to the detriment of
the company and would have resulted in its ultimate failure had
it not been detected in time. The most effective safeguard is the
proper installation of an adequate system of internal check, so
that only garments in compliance with the style, size, quality
and quantity ordered shall be accepted. There are texts on this
subject of internal check, and the principles which govern the
application of such a system need not be discussed here. One
which may be highly commended is Fraud—Its Control Through
Accounts by George E. Bennett.
On the other hand, the contractor may return fewer garments
than were ordered. To avoid this, with its consequent delay in
the filling of orders which may be wanted immediately, the
manufacturer should make the contractor conscious of his re
sponsibility for loss of materials by charging him for short delivery
at prices much in excess of cost.
When the contractor receives cut goods, it is impossible for him
to save on yardage. But, he may purchase identical materials
cheaper elsewhere and gain by the difference in costs of the raw
materials. For example, a manufacturer purchases materials
for $3.00 and charges the contractor $6.00, the labor charge to be
added upon completion to be $1.50, making a total charge of $7.50
by the contractor for the finished product. If, after using all the
materials, the contractor purchases additional goods elsewhere
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and pays $3.00, the manufacturer is paying $7.50 for a garment
which should only cost him $4.50. Again the remedy is a proper
system of internal check. To guard against inferior merchandise,
there are technical instruments which the piece-goods or produc
tion manager can use. For further protection, “swatches” or
samples of the prime raw materials consigned should be attached
or pasted in a scrap-book according to style numbers, with speci
fications listed to permit ready comparison with the materials
of the finished garments received.
A shipment “on memorandum” is a mutual benefit bailment
by which possession of the goods passes but title still remains
vested in the manufacturer. The manufacturer can sue the
contractor for ordinary negligence only, but he should refuse to
accept any garment which deviates to any extent from the specifi
cations so as to prevent the contractor from setting up the defense
that by acceptance the manufacturer automatically approved
of the quality and workmanship and thereby asserted his willing
ness to pay for them at the price charged. If the contractor
sells the garments elsewhere, the manufacturer may sue for
conversion of title. Accordingly, consignments to contractors
should be recorded by memorandum entries only and not as
ordinary sales to customers. Since title does not pass, the
manufacturer should include as part of his inventories the
merchandise in hands of contractors at closing dates.
At the termination of his services, the contractor has a lien
upon the goods to the extent of his unpaid labor charge, as long
as he retains possession of the goods; but, as soon as he returns
the finished product to the manufacturer, his lien ceases, and his
only remedy for unpaid services is to sue for the value.
If the merchandise is damaged through no fault of either party
and before completion of the garments, the manufacturer must
compensate the contractor for the labor performed up to the time
the goods were destroyed, unless both parties agree to the con
trary. The contractor is not responsible for fire or theft unless
this occurs through his own negligence. Hence, the manufac
turer should insure himself against these contingent liabilities.
This question should be given consideration when one is reviewing
financial statements of manufacturers who employ contractors.
There are two methods of compensating contractors. The
simplest and the one most commonly used requires a flat sum to
be charged for each style of garment completed, and the amount
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is a matter of agreement between the manufacturer and the con
tractor. This method may work a hardship upon either party
during the transitory period from one phase of the business cycle
to another, such as the period through which we are now passing.
This may cause strikes and other hindrances which retard normal
production.
To overcome this, the manufacturer may resort to a second
method of compensating contractors: namely, by a certain per
centage of the manufacturer’s billing prices of the raw materials
consigned. The labor cost under this method tends to follow
the variations in raw material costs, especially in a fluctuating
market, and the manufacturer is better able to regulate the prime
cost of his product in accordance with the general trend of busi
ness. Under the flat-labor-charge method it is immaterial upon
which basis the charge for materials consigned is computed as far
as the labor cost is concerned. Cognizance must be taken of
the effect of the establishment of the billing price upon the de
termination of the percentage to be charged. The bases that
could be used for billing purposes could be actual cost, present
market quotations or any arbitrary amount above or below these fig
ures. Thus 10 per cent on actual cost would yield the same amount
of labor as 5 per cent upon an advance of 100 per cent above cost.
Notwithstanding that the labor charge is based upon the price
of materials charged, the manufacturer must still beware of
overshipments; otherwise, he will be paying a greater percentage
of the materials charged than that which was predetermined.
This is so because the contractor bills by number of garments
completed rather than by yardage.
Remittances to contractors should be accompanied with re
mittance statements to indicate the details of payments. If the
contractor’s invoice includes a countercharge for the raw mate
rials consigned, the manufacturer must deduct his charges for raw
materials shipped, to ascertain the net labor charge to be paid.
This is avoided where the contractor’s invoices are for labor only.
Manufacturers employing contractors deduct a charge for
insurance as reimbursement for premiums which they pay cover
ing loss of merchandise consigned under floater policies. The
rate charged is purely arbitrary and usually excessive (generally
one per cent.), established more or less by custom and not in
accord with the basis used by insurance companies. The sum of
insurance which it yields varies in direct relation to the volume
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of finished goods. The rate used may be computed upon either
of the following bases, depending upon agreement: (1) on the total
contractor’s charges, which may include materials in addition to
labor; or (2) on net labor charges only. Obviously, the second
basis will result in a larger remittance.
In my opinion, there is no logical reason for this charge, inas
much as title to the goods rests in the manufacturer and loss
would have to be borne by him. Hence, any deductions taken
from remittances to contractors in effect amount to reduced sums
which they receive for their services; and, accordingly, the total
insurance charges are deducted from the contractor’s labor cost
in the cost-of-goods-sold section of the profit-and-loss statement.
It is essential that the manufacturer insist that the contractors
keep each lot of goods separate or tagged in a particular way for
identification purposes, so that their invoices may be prepared
for each lot separately as it is completed. This will avoid
remitting sums to apply on account until all lots are completed
at the end of a season, when disputes almost invariably arise.
The remittance statement accompanying the cheque should
cover specific invoices only, reconciled with the subsidiary ledger
account and compared with the contractor’s statement. This
will enable the ledger account to be properly “keyed,” so that
the final balance in the account will represent specific open items.
Following is an illustration of a contractor’s ledger account;
which also served as a check upon the quantities of garments
shipped and returned, thereby facilitating the preparation of
remittances:
Contractor’s Ledger Sheet

Contractor..........................................................
Address..........................................................
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Where the percentage method of compensating contractors is
used, the subsidiary ledger account could be kept more advan
tageously in yardages rather than in units, as any erroneous over
charges could be more easily detected. Regardless of which
method of compensation is used, the manner of recording the
contractor’s transactions remains unaffected.
The simplest method of handling contractors’ transactions
upon the books would be to ignore any memorandum entries for
the shipment or receipt of merchandise, thereby eliminating the
contractors’ subsidiary ledger entirely. All payments to con
tractors for labor performed would be charged directly to "out
side labor” through the cash-disbursements book. In journal
form the entry would be:
Outside labor...................................................................
Insurance charged to contractors.............................
Cash..............................................................................
To record remittances to contractors.

$
$
$

Any finished garments on the manufacturer’s racks at the end
of the period, for which no remittance for labor has been made,
should be included in the inventory and the accrued labor thereon
should be recorded. This information may be derived from the
unpaid invoices.
The disadvantage of this method is that no accounts are kept
with individual contractors to show a chronological and detailed
record of all payments and of balances due. Furthermore,
memorandum invoices do not show the amount to be charged a
contractor in case he fails to return any raw materials.
For these reasons, under the second method of recording trans
actions with contractors, entries are made to reflect upon the
books the shipment and receipt of merchandise. There is a
distinction to be noted in the manner of billing between
entire-piece goods and cut-goods consigned. In the former
case, the manufacturer charges for each raw material sepa
rately when it is shipped at a unit price per yard, gross, dozen
or piece, as the case may be; whereas if cut goods are shipped,
the manufacturer’s invoice is at a price per garment cut, which
covers all the raw materials that enter into the fabrication of
the garment. Any invoice for linings or trimmings delivered
subsequent to the shipment of the cut-piece goods is marked
“no charge.”
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The entries in journal form to record the transactions from the
shipment of the raw materials to the final remittance for the
finished product, are as follows:
Contractors’ accounts payable.....................................
Shipments to contractors.........................................
To record the consignment of raw materials to
contractors.

$
$

It is insignificant whether cut goods or piece goods are shipped.
The term “shipments” is preferred to “sales.”
Purchases of finished goods from contractors............
Contractors’ accounts payable.................................
To record the contractors’ charges for finished
garments received.

$
$

Contractors invoices may be entered in the regular purchase
book, or a separate book may be kept if the volume of work is
sufficient to warrant employment of another clerk.
Contractors’ accounts payable.....................................
Insurance charged to contractors.............................
Cash..............................................................................
To record remittances to contractors.

$
$
$

It may be appropriate for a manufacturer who handles two or
more kinds of merchandise to use both methods, especially if it
is desired to keep separate accounts in the general ledger for each
class of article manufactured. The first method may be used
to record the outside labor for the minor classification, and the
second method for the main one.
Assuming that all the lots of materials shipped are completed
and returned, the entries given above would be sufficient accurately
and correctly to record contractors’ transactions. However, as is
usually the case, the ideal situation rarely exists; there is prac
tically always in the hands of contractors some merchandise which
may be in the form of raw materials, goods in process or a part of
finished garments awaiting shipment—especially during the pre
season months. Nevertheless, it has been and still remains the
customary practice for some accountants to prepare financial
statements based solely upon these entries without further ad
justments. The balance in the contractors’ accounts-payable
controlling account is shown on the balance-sheet as a current
asset or a current liability, depending upon whether the balance
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happens to be a debit or a credit. Because the contractors’ con
trolling account is a mixed account, the following objections arise:
1. Since the shipments to contractors are treated as sales in
stead of consignments, merchandise at contractors’ premises is
incorrectly included in the balance of the contractors’ accountspayable account. As the manufacturer retains title to the goods,
such merchandise should be included as a part of the manufac
turer’s inventories and be shown separately.
2. The merchandise at contractors’ premises may have been
charged at a premium over cost. In that case it should be re
duced to cost or cost or market whichever is lower.
3. Other debit items may appear in individual contractors’ ac
counts representing cash advanced in anticipation of labor to be
performed in the future, or it may represent an amount due the
manufacturer for raw materials or finished garments returned for
repair or for other reasons but never reshipped. These items are
properly current receivables and should be segregated.
4. Amounts due for labor on completed garments, which are
subject to deductions for insurance charges, are also included as a
part of the contractors’ accounts-payable account and are im
properly offset against the merchandise inventory when shown on
the balance-sheet. Although the working capital remains the
same, the effect upon the working capital ratio is too obvious for
further comment. Moreover, this practice conceals from those
who read the balance-sheet the true state of the company’s
affairs.
5. The profit or loss for the period is erroneously stated on the
profit-and-loss statement. A false profit appears upon the state
ment because consignments are treated as ordinary sales. The
net contractors’ labor cost is misstated, because the merchandise
at contractor’s premises should be treated in the same manner
as other inventories and not as a deduction from the contractors’
invoices for finished goods. In addition, the deduction for in
surance charges does not include deductions to be taken on
finished goods received but not paid for up to the time of closing.
Some statements prepared by accountants have shown the net
contractors’ labor cost as a credit balance. This may occur when
there is a large stock at contractors’ premises at the end of the
period and the “shipments to contractors” account exceeds the
“purchases of finished goods from contractors.” The profitand-loss statement is also misstated by the amount of raw
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materials in hands of contractors at the end of the previous period
which has been closed and improperly omitted from the ''ship
ments to contractors” account in the following period to offset
the contractors’ charges for the finished goods when subse
quently completed.
To eliminate all the foregoing objections which arise under the
customary procedure of treating contractors’ transactions upon
the books and statements, the accounts should be adjusted in
accordance with sound accounting principles and practices, so
that the balance-sheet may set forth the true financial condition
and the profit-and-loss statement may present the actual results
of operations. Accordingly, the contractors’ accounts-payable
account must be analyzed so as to convert a mixed account into
its real and nominal elements. For purposes of preparing
monthly statements only, the following adjusting entries can be
made merely on working sheets and need not be recorded on the
books until the end of the fiscal year:
Shipments to contractors...............................................
Contractors’ accounts payable.................................
To reverse memorandum entry set up for raw
materials in hands of contractors at billing prices.
Advances to contractors.................................................
Due from contractors.....................................................
Contractors’ accounts payable.................................
To transfer other debits representing assets to
separate appropriate accounts.

$
$

$
$

$

Note: These debit balances are analogous to debit balances in
ordinary merchandise creditors’ accounts, and they should be
treated alike on the balance-sheet.
Contractors’ accounts payable.....................................
Insurance charged to contractors.............................
Outside labor accrued................................................
To close the balance of the memorandum ac
count kept with contractors, representing
amounts due for labor, and to record the amount
of insurance to be deducted when paid from
finished goods already received.

$
$
$

All these adjusting entries should be reversed at the first of the
following period, so that the contractors’ accounts-payable con
trolling account may be reestablished upon the general ledger to
control the contractors’ subsidiary ledger.
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The inventories remain to be considered. In order to present
the complications most apt to occur, it will be assumed that the
manufacturer maintains a cutting department and consigns cut
piece goods to contractors. The inventory in the hands of con
tractors could be taken up in the accounts and recorded in the same
manner as the other inventories. Irrespective of what may be
the stage of the inventory at the contractors’, the manufacturer
should record only the cut goods stock, which should be valued
for inventory purposes at the sum of the following: (1) at true
cost of the raw materials to the manufacturer; plus (2) cutting
labor expended on it; plus (3) cutting department overhead
applicable to it; plus (4) any cost of transportation, such as
freight and handling charges, incurred in shipping the cut goods.
The inventory on hand may consist of goods in a raw, partly
cut or cut state, which should be similarly valued for inven
tory purposes, except that the labor and overhead on partly
cut goods would have to be apportioned according to stage of
progress.
The inventories should appear condensed on the balance-sheet
as follows:
Raw materials—on hand...............................................
Cut goods—on hand.......................................................
Cut goods—at contractors’ premises...........................

$

$
$

$

Finished goods—on hand..............................................

$

Total inventories (how valued)...............................

$

The reason for ignoring any labor or overhead costs on cut goods
at contractors’ premises, which may be in process or finished
awaiting delivery, is that the manufacturer’s accounts on the gen
eral ledger do not contain these expenditures. However, anyone
reading a balance-sheet of a manufacturer employing contractors
should consider the contingent liability for any expenditures in
curred upon cut goods by contractors, for which the manufac
turer may be called upon to indemnify in case of fire or theft, and
also whether insurance is carried to cover this contingency, unless
the consignment invoice contained clauses which stated specifi
cally otherwise.
Caution must be exercised to see that all contractors’ invoices
have been entered during the period under review for all finished
goods received during that time.
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As a result of adjusting entries, the final credit balance in the
“shipments to contractors” account will represent only those raw
materials, no matter in what period they were shipped, which
have been converted into finished goods in the period under
review. The “insurance charged to contractors” account will
have a final credit balance which will represent the total insurance
deductions on all finished goods completed during the period
whether the labor has been paid or not. Consequently, when
these accounts are deducted from the “purchases of finished goods
from contractors” account in the cost-of-goods-sold section of the
profit-and-loss statement, the net difference will have one defi
nite meaning: the true net contracting cost or outside labor cost on
all finished garments received by the manufacturer during that
particular period.
The quantity of raw materials on hand or with contractors, in
addition to piece goods, will have to be estimated from physical
stock and by correspondence with contractors, as the sum of the
inventory and the work involved to keep a special stock record
usually would not warrant the time required.
The quantities thus obtained may then be valued, at actual
costs for each respective style number, from the cost binder con
taining the true detailed costs of each style. If feasible, it would
be advisable to take complete physical inventories quarterly, or at
least semi-annually, so as to determine the degree of accuracy of
the estimated inventories. By preparing monthly financial
statements, the manufacturer can keep aware of the progress he
is making and guide himself accordingly, instead of waiting until
the end of the fiscal year, when it may be too late.
To show the most liquid condition possible, the books should be
closed on a date when the inventories, both on hand and with
contractors, are at their lowest. However, once the fiscal period
has been chosen it can not be changed for tax purposes without
the consent of the commissioner of internal revenue. As inven
tories are not as readily convertible as receivables into cash, and
the value is dependent upon an uncertain market, which may vary
widely from day to day, the lower the inventory value the more
reliance may be placed on the final statement of profits as shown
by the profit-and-loss statement.
Since the primary aim in most businesses is profit, the manufac
turer should be presented with such facts and reports as will guide
him best toward satisfactory results. This may be accomplished
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by determining the exact production cost of a garment from the
production manager and by comparing it with the prevailing sell
ing prices, to determine whether a sufficient margin exists to cover
the ordinary business expenses and leave a profit for the owners.
Hence, a separate binder should contain individual cost sheets
for each style of garment, showing the true costs to the manu
facturer.
Since the selling price of a garment to a customer is the same for
all ordinary sizes, only one cost estimate is sufficient for each
style. However, for garments of certain specifications not car
ried in stock, an additional charge, usually of 10 per cent., is added
to the established selling price. This is deemed sufficient to cover
the slightly additional cost involved in production. The yardage
consumed, shown on each cost sheet, should be computed accord
ing to the average size of garment sold for each style.
For concerns dealing in low priced garments, where the costs in
volved for each style are practically identical, merely one cost
sheet may be prepared, instead of having separate cost sheets for
each style, and the results will be substantially correct. How
ever, where it is necessary to keep separate cost sheets for each
style, because of the varying costs involved, statistics should be
kept of the quantities of each style manufactured, to be consid
ered in conjunction with the respective cost sheets in order to
draw accurate conclusions from the comparison with the profitand-loss statement.
Following are suggestions of some of the more important uses to
be derived from cost sheets, when considered with the profit-andloss statement, showing actual operations:
1. To determine the degree of correctness of the estimated
margin of profit by indicating the efficiency of the production
department. This may be accomplished by dividing the number
of garments produced into the total cost of each item, as shown by
the cost-of-goods-sold section and compared with the estimated
costs as shown on the cost sheets. The efficiency of the cutting
department, for instance, may be verified from the perpetual
stock record sheets by dividing the yardage used by the quantity
of garments cut to obtain the yardage consumed per garment.
This affords comparison with the pre-determined costs as shown
by the cost sheets and with the actual operating results as shown
by the profit-and-loss statement. This procedure produces
substantially the same results and dispenses with the expensive
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cost involved in maintaining an elaborate cost system “tied in”
with the general ledger. As the cost sheets may be used to estab
lish selling prices, any marked variations between actual and
estimated costs should be investigated. If it is found that the
cost-sheets figures conform substantially with the actual costs
and an inadequate margin of profit still exists, then, in order to
avert possible loss, the selling prices may have to be adjusted,
with due consideration given to volume of business and com
petition.
2. The minimum sales requirement may be estimated, espe
cially where a one-priced product is sold, as a guide to the sales
department. Hence, by dividing the estimated average gross
profit per garment, as shown by the cost sheets, into the esti
mated average monthly business expenses, the minimum sales
necessary, i.e., the quantity of garments to be sold in order exactly
to cover all selling, general and administrative and financial ex
penses, may be determined. To illustrate, if the average monthly
expenses as shown by previous reports, eliminating items not apt
to occur in the future, and adjusted in view of probable future
circumstances causing any variation, are found to be $20,400,
then approximately 30,000 garments ($20,400 divided by $.66,
average gross profit after considering the probable volume sold at
each price, where various prices are used) must be sold to show
neither profit nor loss for the ensuing period. Thus the sales
manager can so direct the outlets of distribution to meet at least
the minimum sales requirement.
3. The minimum sales requirement is also of value to the credit
department, which must coöperate with the sales department in
determining whether to adopt a stringent policy and reject all
questionable risks or to embark upon a more liberal credit policy
in order to reach the minimum amount of sales required. At the
same time, the losses due to bad debts must be kept as low as
possible.
4. The cost sheets may be used to find monthly profit and
loss results where neither physical nor estimated inventories are
known.
5. By determining definite costs and establishing a sufficient
sales price, a budget may be prepared with greater accuracy, and
the business may be better operated. The manufacturer can
almost entirely guide himself so as to be adequately prepared to
meet any seasonal demands upon the current funds available
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much in advance of the time of need. The budget acts as a signal
indicating variance between estimated and actual results and
compels the management to study and plan for the most eco
nomical use of material, labor and expenses.
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The Accounts of an Oil Company
IV

By H. G. Humphreys

By way of amplifying explanations given in previous papers of
this series as to the basis of depletion (and depreciation) and the
rule for determining the unit rate and amount, the following is
submitted:
Basis
Leasehold—returnable through depletion.
Development—returnable through depletion, if not previously written off
100% in the year in which incurred.
Material—returnable through depreciation.

(1) The accumulated cost of investment as at the close of the
accounting period (current year to date) less (2) amount of
depletion (or depreciation) sustained thereon in prior fiscal years.
Unit Rate

(a+b) — c
(d+e±f) — g
r. Rate of depletion (or depreciation) per barrel of oil produced.
a. Cost of investment at basic date—the date of completion of the first
producing well.
b. Subsequent costs, down to the close of the accounting period.
c. Amount of depletion (or depreciation) sustained to the beginning of the
current fiscal year.
d. Estimated recoverable barrels of oil at basic date.
e. Additions to “d” in respect of further productive wells completed.
f. Increase or decrease of “ d ” based upon facts ascertained subsequent to
basic date.
g. Barrels of oil produced from basic date to the beginning of the current
fiscal year.
Amount
p x r=x
p. Barrels of oil produced during current period.
r. Unit rate, as above.
x. Amount of depletion (or depreciation) for the current period.

In oil-accounting circles, considerable interest has been aroused
by a recent decision of the supreme court of the United States in
the case of The United States vs. Dakota-Montana Oil Company,
which (reversing the board of tax appeals and the court of claims)
sustains the commissioner in holding that capitalized cost of
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preliminary development and drilling is returnable through
depletion and not through depreciation.
This decision does not affect the position of the taxpayer who
has followed what appears to be the best policy among the
following:
(a) Amortizing leasehold cost over the term of the lease.
(b) Writing off exploration cost in the year in which in
curred.
(c) Depleting unamortized balance of leasehold cost in ratio
to decline of recoverable oil through production.
(d) Writing off development and drilling costs in the year in
which incurred.
(e) Depreciating material cost on the unit basis—as in (" c ”)
above.
However, it may seriously affect the position of the taxpayer
who has done all of these things excepting (“d”), in respect of
which he has elected (f) to capitalize development and drilling
cost, anticipating its return through depreciation, only now to
find that he is restricted to (g) its return through depletion.
An illustration of the different results in capital deductions of
the three methods—(d), (f) and (g), in the first two years’
operation of a given lease, is appended:
Lease ABC
Recoverable oil reserves.............................................. 1,000,000 barrels
Recovered in first year................................................
400,000 barrels at $1
Recovered in second year...........................................
200,000 barrels at $.50
Leasehold cost, $50,000...............................................
per barrel $.05
Development cost, $150,000.......................................
per barrel $.15
Material cost, $150,000...............................................
per barrel $.15
(Note.—The word “recoverable” applied to oil reserves is significant of the
oil in the ground. The engineer will estimate from, say, 20% to 50% as being
recoverable, based on historical records and prevailing operating conditions.)
First year
Gross income.............................................
Operating expense and overhead...........
Development cost 100%.........................
Development-depreciation of cost.........
Material-depreciation of cost..................
Total deductions...................................
Net income............................................
50% of net income...............................
27½% of gross income........................
*Disallowed in this position; see (g).
+ Capital deductions.
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...
...
• ••
...

(d)
$400,000
32,000
+l50,000
+
+ 60,000
242,000
158,000
79,000
110,000

(f)
$400,000
32,000

(g)
$400,000
32,000

* 60,000
60,000
152,000
248,000
124,000
110,000

60,000
92,000
308,000
154,000
110,000
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Development-depletion of cost.....................
Leasehold-depletion of cost...........................
Depletion deductible......................................
Total capital deductions............................
Second year
Gross income...................................................
Operating expense and overhead.................
Development cost—100% (written off in
first year)
Development-depreciation of cost...............
Material-depreciation of cost........................
Total deductions.........................................
Net income..................................................
50% of net income.....................................
27% of gross income...................................
Development-depletion of cost.....................
Leasehold-depletion of cost...........................
Depletion deductible......................................
Total capital deductions............................

$ 20,000
+ 79,000
289,000

$ 20,000
110,000
230,000

$ 60,000
20,000
110,000
170,000

(d)
$100,000
20,000

(f)
$100,000
20,000

(g)
$100,000
20,000

+
+ 30,000
50,000
50,000
25,000
27,500

* 30,000
30,000
80,000
20,000
10,000
27,500

10,000
+ 25,000
55,000

10,000
10,000
70,000

30,000
50,000
50,000
25,000
27,500
30,000
10,000
40,000
70,000

Will the reader kindly turn to page 356 of his May Journal and delete the
word “depreciation” in the line which reads: “1103 Development (deprecia
tion) ’ and, on page 358, change the word " depreciation ” to “ depletion ’’ in the
line which reads: “Depreciation of intangible drilling cost (100% or less).”
One never knows.—H. G. H.

Having closed the discussion of oil and gas properties, per se,
we shall now give some attention to the combined operations of
departments, namely:
1. Oil and gas properties (producing department)
2. Crude oil storage department
3. Pipe line department
4. Natural gasoline department
5a. Refinery department
5b. Lubricating department
6. Tank car department
7. Distributing stations-retail marketing
8. Internal utilities
The tables of figures which immediately follow have been put
together so as to represent, in a condensed manner, the entire
operations of an oil company for a given period. The figures in
themselves are insignificant, but, as symbols considered as
thousands of dollars, they will probably serve to explain trans
actions more clearly than would the written word.
* Disallowed in this position; see (g).
+ Capital deductions.

33

The Journal of Accountancy
In pages 190-195 of the March issue of the Journal will be
found a skeleton form for each of the above-named departments
into which the figures given in the tables may be posted. (Ex
ternal and internal charges would be combined and component
oils purchased would be reduced by inventory increase.) It is
thought that by so doing the reader may have the figures in a
more familiar setting.
The tables mentioned consist of:
I. External earnings
II. Inventories
III. Costs—cash or equivalent
IV. Internal transactions
V. Recapitulation
Departments
I. External earnings

Total
3

Gasoline (gals.)..................................... $4,950
480
Kerosene (gals.)....................................
180
Distillates (gals.)..................................
160
Gas oil (gals.)........................................
40
Fuel oil (barrels)...................................
650
Natural gasoline (gals.).......................
100
Butane, propane, solvents (various)..
Lubricants (gals. & lbs.)...................... 1,150
Refined products............................... $7,710

Crude oil (barrels)................................ $ 1,100 $1,000 $100
40
40
Casinghead gas (M. cub. ft.)..............
90
Residue gas............................................
20
$20
Pipage.....................................................
5
Car rentals.............................................
85
Mileage...................................................
5
Repairs for outside concerns...............
126
5
Miscellaneous........................................

5a

4

6

5b

7
$2,500
320
90

$2,450
160
90
160
40
$650
100

$550

600

$750 $2,900 $550

$3,510

90

$

5

5
85
5
5

100

Total................................................... $9,181 $1,045 $101 $25 $845 $2,905 $550 $100 $3,610

Crude oil inventory on leases is valued at posted prices prevail
ing at date of balance-sheet, according to gravity.
Price of crude oil in storage is the average book price as the
result of charging storage at the gravity price prevailing at the
date when the oil was run to storage. Cost of sales would be
charged at this average price. Sales to refinery would represent
crude oil run to stills at the gravity price prevailing at the date of
run.
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Refined products are valued at cost. (Costs are to be ex
plained later). Every inventory item is adjusted to the lower as
Increase
(Decrease)

II. Inventories

Opening

Closing

Natural gasoline..........................................................
Butane, propane, solvents.........................................

$ 148
30

$ 150
40

Natural gasoline department.................................

$ 178

$ 190

Gasoline........................................................................
Kerosene.......................................................................
Distillates.....................................................................
Gas oil...........................................................................
Fuel oil..........................................................................

$2,270
320
115
140
70

$2,250
400
160
200
100

Refining department...............................................

$2,915

$3,110

Gasoline........................................................................
Kerosene.......................................................................
Distillate.......................................................................
Lubricants....................................................................
Miscellaneous...............................................................

$1,000
5
10
300
40

$1,005
4
8
305
50

Distributing stations...............................................

$1,355

$1,372

$ 17

$ 130
100

$ 125
110

$ (5)
10

50
2,500

60
2,590

10
90

$7,228

$7,557

$329

Lubricating department
Finished oils and grease.....................................
Component stocks...................................................
Oil and gas properties
Crude oil in lease stock tanks..........................
Crude oil storage.........................................................
Total.........................................................................

Costs—
III. Cash or equivalent

$195

Departments
Total

1

2

3

4

Casinghead gas................................ $ 100
Lubricants........................................
200
Gasoline............................................
100
50
Miscellaneous merchandise............
Freight on purchases......................
500

$100

Commodities purchased............. $ 950

$100

Operating and maintenance expense
Direct departmental expense........
Apportionable selling expense. . . .
Apportionable general expense....

$ 12

5a

5b

6

7

8

$200

$ 100
50
500
$200

2,463 $193 $45 $75 400 $ 500 100 $50
305 50 25 10 40
70 20
5
817
647 110
60
325 150 25 10 30
40 40
5

$ 650
1,000 $100
80
5

20

5

Total............................................. $4,860 $393 $95 $95 $630 $1,257 $470 $60 $1,750 $110
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between cost and market for balance-sheet purposes; the adjust
ment, per contra, being a general profit-and-loss or surplus item.
This adjustment is ignored for the purposes of this paper.
Crude oil in the pipe line system is mainly the property of the
crude oil storage department, and some of it may be held for
outside concerns for which the pipe line department would be
responsible as to barrels and gravity, the remainder being pipe
line allowance oil which is offset by a reserve for losses, excluded
from the above table.
Inventories of materials, chemicals and sundry supplies are
carried at cost or lower and deliveries are made on requisition—.
It is noteworthy that no crude oil has been purchased here
(table III). The available oil in the ground must therefore be
the equivalent of cash.
Departments

IV. Internal
transactions

1

2
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5a

5b

678

Crude oil........................ $(2,192) $ 2,192
$ 50
(50)
Casinghead gas.............
$2,000
(2,000)
Crude oil........................
$(200)
200
Pipage............................
(100)
100
Natural gasoline...........
(145) $ 145
Component oils.............
(625)
Gasoline.........................
(160)
Kerosene........................
(20)
Distillate........................
(150)
Lubricants.....................
Commodities pur
chased .................

Burning fuel..................
Residue gas................... $
Power, water, etc..........
Tank car rental.............
Inter-department sun
dries ........................

$ 2,192

$ 50 $2,300 $ 145

10
(5)
5

150
2

57

$955

(10)

Services of internal utili
40
ties ..........................

Expense......................

$625
160
20
150

5

5

89

$(220)

(5)
5

5

(5)

20

5

5

200

10

5

Internal earnings.... $(2,247) $(2,001) $(205) $(110) $(980) $(150) $(225)

Commodities purchased.......................
Expense..................................................
Internal earnings...............................
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55
$(150)
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Departments
V. Recapitulation

Total

2

1

4

3

5a

5b

6

7

8

I. External earnings.......... $ 9,181 $1,045 $ 101 $ 25 $845 $2,905 $550 $100 $3,610
329
12
10
90
195
17
5
II. Inventory increase........
6,068 2,247 2,001 205 110
980 150 225
$150
IV. Internal earnings...........

Total credits.............. $15,578 $3,302 $2,192 $230 $967 $4,080 $705 $325 $3,627 $150

IV. Internal purchases........ $ 5,642
426
IV. Internal expense............
III. Cash, etc. commodities
purchased...............
950
III. Cash, etc. operating and
2,463
maintenance expense.
III. Cash, etc. direct depart
305
mental expense.......
III. Cash, etc. apportionable
817
selling expense.......
III. Cash, etc. apportionable
325
general expense.....

57

$2,192
5

5

$ 50 $2,300 $145
89
200 10
100

200
500 100

193

45

75 400

50

25

10

60
150

25

10

70

40

20

5

$ 955
55

650
50

1,000 $100

5

80

5

5

20

5

647 110

30

40

40

Total debits............... $10,928 $ 450 $2,292 $100 $769 $3,757 $625 $ 65 $2,760 $110
Net credit................... $ 4,650 $2,852 $(100) $130 $198 $ 323 $ 80 $260 $ 867 $ 40

External earnings (I)....................
Inventory increase (II).................

$9,181
329

Together...................................... $9,510
Deduct: costs—cash or equivalent (III)
4,860
Net, before depletion, depreciation, etc. $4,650

This net credit ($4,650) would now be accounted for through
the statement of the disposition of funds. This statement, in its
most practicable form, first develops the amount of net resources
(cash or equivalent) for the period, from which are deducted
capital expenditures, special deposits, etc., leaving a balance
representing increase or decrease in net working assets for the
period.
The following expense classifications are given so as to explain,
in a general way, the composition of the expenses shown in
table III:
Operating and maintenance expense
(Applicable to all operating departments)
Salaries and wages
Commissions
Transportation
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Operating supplies
Light, heat and power
Maintenance, materials and sundries
Insurance
Taxes and licences
Royalty
Rent
Telephone and telegraph
Traveling and incidental
Proportion of district expense
Unclassified expense (analyzed in detail)
Credit: expense charged to outside concerns
Selling and general expenses
(Applicable to selling and administrative departments and their divisions)
Donations
Salaries
Maps and drawing materials
Commissions
Transportation
Advertising and sales promotion
Repairs
Light, heat and power
Rents
Postage
Taxes and licences
Stationery and office supplies
Insurance
Telegrams
Corporate expense
Telephone
Employee welfare
Traveling and incidental
Auto expense
Bond premiums
Unclassified (analyzed in detail)
Newspapers, periodicals and books
Credit: expense charged to outside
Membership dues
concerns

The foregoing expense classifications may suffice for small
concerns, but in the case of a large organization many of the
items would be detailed on a separate sheet—for example, labor,
traveling, advertising, taxes, insurance.
Direct departmental expense is divided by operating depart
ments. A fourteen-period sheet is assigned to each department
in the expense auxiliary. This expense includes only such items
as can not be directly allocated to specific units of a department.
Apportionable selling expense (wholesale) is divided by sales
offices, districts, etc.—a separate sheet assigned to each division.
At the close of the accounting period, in the light of experience,
the aggregate may be apportioned through the trading accounts
relating to each manufacturing department, as indicated in
table III.
Apportionable general expense is divided according to adminis
trative and service departments (executive, legal, purchasing
accounting, etc.). To the aggregate of this expense may be
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added net non-operating expense (interest expense, etc., less
sundry credits) and the sum may then be apportioned, in the
operating summaries only, over departments, respectively, in
ratio to average book investment (say, properties and inventories)
employed. See table III.

General Description

of

Auxiliary Records

Each sheet of the auxiliary records has fourteen columns—
close of previous year, each month of current year and close of
current year—with appropriate vertical classification in each
case. The vertical classification of each sheet would include a
brief summary showing changes in property investment. Com
plete details of properties are carried in separate records.
The following description covers only the elements of operation
—from sales to operating and maintenance expense.

Oil and gas properties
The auxiliary of this department is described on page 352 of
the May issue of The Journal of Accountancy.

Crude oil storage
Sales—barrels, gravities, prices and amount.
Inventory—purchases and deliveries—barrels, gravities and
amount.
Operating and maintenance expense in detail.
A separate sheet is maintained for oil in pipe line system, each
tank farm or other locations, and the aggregate is carried to the
departmental summary (See form, page 191, March Journal).

Pipe line department
To study the accounting system of a common carrier, one
should consult the Classification of Investment in Pipe Lines, Pipe
Line Operating Revenues and Pipe Line Operating Expenses of
Carriers by Pipe Lines, prescribed by the Interstate Commerce
Commission, which may be had from the government printing
office, Washington, D. C.
In the case of a small intra-state pipe line system, constructed
merely to connect a number of oil pools to a refinery, the ac
counting procedure is comparatively simple. The journal of
transactions shows, in respect of each receipt, the owner’s name,
barrels and gravity to be accounted for, and the rate and barrel
allowance for loss; and on each delivery it shows owner, barrels
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and gravity. The pipage charge is recorded with each trans
action. A ledger account is carried with each owner (a) under
“barrels,” barrels and gravity received and delivered and (b)
under “amount” charges for transportation, dr. or cr. gravity
adjustments, other charges and cash settlements. Most trans
actions are intra-company—with the crude oil storage depart
ment. The external transactions represent courtesy or reciprocal
services for sundry local concerns.
The auxiliary contains the necessary barrelage controls show
ing receipts and deliveries, shrinkage or expansion, B. S. & W.
deductions and opening and closing inventories, with particulars
of operating and maintenance expense, which “tie in” to the
departmental summary (See form, page 191, March Journal).
Natural gasoline department
Refinery department
Lubricating department
The control auxiliaries of these departments, respectively, are
given on pages 192-193 of the March Journal.
Sales auxiliaries by plants are divided by states and show com
modities, gallons and amount.
Cost auxiliaries, divided by plants and certain units in the
plants, show quantities and cost of charging stock consumed in
each process with details of direct operating and maintenance
expense and depreciation. Also, divided by units, are the
details of plant utilities and overhead expenses, plus depreciation,
and the aggregate is apportioned over the several processing units.
This combines all costs in the latter. The complete costs of each
processing unit are then apportioned, respectively, over the sev
eral products of each unit, according to the particular method
that has been adopted by the company. The product costs thus
developed remain constant in the stock ledger.
These departments will be discussed in more detail in a later
article.
Tank car department
The summary form for this department given on page 193 of
the March Journal broadly describes this auxiliary, but expenses
are given in more detail. Complete comparative monthly
statistics are kept of each railroad carrier’s mileage—loaded and
empty—also details of repairs to individual cars. Any income
shown by this department, after all charges, might be apportioned
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over departments served, in the form of a rebate, on the basis
of respective mileage.
Distributing stations
Auxiliary sheets are assigned to (a) all stations, (b) all tank
stations, (c) totals of tank stations by states, subdivided by
respective units, (d) all service stations, (e) total of service sta
tions by states, subdivided by respective units.
Each sheet will show its sales gallons by commodities, total
sales dollars, deductions from sales, freight inward and direct
station expenses; also sales and cost of miscellaneous merchandise.
In a later article on manufacturing and marketing departments,
this subject will be fully discussed.

Internal utilities
In actual practice most of these utilities would be assigned to
and directly operated by operating departments. In any event,
a separate auxiliary sheet would be given to each utility, showing,
as in all other such sheets, investment, earnings (in this case
from charges to other departments), expenses, etc. Any in
come, after all charges, shown by these utilities might be rebated
equitably against the charges to other departments.
General
The monthly operating summaries given in pages 190-195 of
the March Journal may be checked directly to the general
ledger. These summaries are broken down into details by means
of the auxiliaries which have been described. The posting of the
auxiliaries and examination as to consistency in amounts are
simultaneous operations. Adjustments are made promptly.
Auxiliaries are also maintained for the general balance-sheet,
general income and surplus account, statement of the disposition
of funds, gross property additions, etc. Thus every statement
issued by the accounting department may be said to have been
copied from the books. Every statement regularly prepared
is bound in a permanent record.
Let me refer again to table V “recapitulation,” which shows
“actual” operating results before depletion, depreciation and
other capital extinguishments, for a given period, at a figure of
$4,650. I am going to set up that table in comparison with a
forecast” of $4,510, assumed to have been made for the same
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period. For illustrations I shall use dollars only, although in
actual practice quantities and prices of commodities would be
essential.
The comparison between “forecast” and “actual” is given in
four tables, as follows:
VI. Crude oil operations
VII. Manufacturing and marketing
VIII. Tank car department and utilities
IX. Summary and general
Departments

Total
VI. Crude oil operations

Forecast Actual

1

2

3

External earnings............................................................ ...
Inventory increase...............................................................
Internal earnings........................... ............................ ..

$1,120

2,250

$1,171 $1,045 $ 101 $ 25
10
90
100
4,453 2,247 2,001 205

Total credit......................................................................

$3,370

$5,724 $3,302 $2,192 $230
$2,192
$2,192
67 $ 57
5$ 5
193
313
45 75
85
50
25 10

Internal purchases..............................................................
Internal expense..................................................................
Cash, etc., operating and maintenance expense..............
Cash, etc., direct departmental expense..........................
Total debit .....................................................................

$ 490

$2,657 $ 300 $2,267 $ 90

Net credit.........................................................................

$2,880

$3,067 $3,002 $ (75) $140

Departments

Total
VII. Manufacturing and marketing

Forecast Actual

4

5a

5b

7

External earnings.......................................................
Inventory increase.....................................................
Internal earnings........................................................

$7,800

275

$7,910 $845 $2,905 $550 $3,610
229 12
195
17
5
1,240 110
980 150

Total credit.............................................................

$8,075

$9,379 $967 $4,080 $705 $3,627
$3,450 $ 50 $2,300 $145 $ 955
354 89
200 10 $ 55
950 100
650
200
2,000 400
500 100 1,000
210 40
70 20
80

Internal purchases.....................................................
Internal expense.........................................................
Cash, etc., purchases and freight............................
Cash, etc., operating and maintenance expense...
Cash, etc., direct departmental expense.................

Total debit.. ......................................... ..................

$5,525

$6,964 $679 $3,070 $475 $2,740

Net credit........... ....................................................

$2,550

$2,415 $288 $1,010 $230 $ 887
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Total

Departments

VIII. Tank cars and utilities
Forecast Actual
External warnings...................................................... ... .............
Internal earnings............................................................................................ .........................

Total credit

.............................................................................

6

8

$ 90
350

$100
375

$100
225

$150

$440

$475

$325

$150

$5
150
10

$5
50
5

$100
5

Cash, etc., operating and maintenance expense......................
Cash, etc., direct departmental expense...................................
Total debit............................................................................ ..

$160

$165

$ 60

$105

................................... ........................................................................................

$280

$310

$265

$ 45

Net credit

IX. Summary and general
Table VI...............................................................................
Table VII.............................................................................
Table VIII...........................................................................
Apportionable selling expense...........................................
Apportionable general expense.........................................
Net credit.........................................................................

Forecast Actual
$2,880 $3,067
2,550
2,415
280
310

$5,710

$5,792

$ 850
350

$ 817
325

$1,200

$1,142

$4,510

$4,650

Forecasts are generally detailed by groups, lease operations by
districts or pools, wholesale sales by states, station operations by
states, etc. The historical record of past performance afforded
by the auxiliaries is a good aid in forecasting.

Forecast—Table VI
In this case the company decided to carry out commitments
for the sale of crude oil to outside concerns without purchasing
any crude from them. By arrangement with the manufacturing
and marketing group (VII), certain quantities and predetermined
values of crude oil and casinghead gas to be transferred were set.
The forecast may be explained thus:
Crude oil product ion...................................................
Less: transfer to storage.............................................
Crude oil sales to outside concerns..........................
Pipage for carrying outside oil.................................
External earnings....................................................
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$2,000
200
50

Crude oil—storage to refinery stills.........................
Pipage—crude oil to refinery....................................
Casinghead gas—production to gasoline plants...

$2,250

Internal earnings

$3,370

Total earnings....
Oil and gas properties
Crude oil storage....
Pipe line department.

$

so
30
10

$ 260
50
90
$400
90

Operating and maintenance expense
Direct departmental expense............

$ 490
$2,880

Income forecast...................................................

The forecast makes no provision for sales external from storage
nor for inventory fluctuation; and, quite naturally, predicating
its expense on auxiliary figures, it does not divide operating and
maintenance expense as between internal and “cash.”

Forecast—table VII
This forecast was determined as follows:
Sales through distributing stations..........................................
Less: “Cash” purchases of gasoline and miscellaneous
merchandise plus freight............................................ $ 200
Freight on oils from plants....................................................
500
Operating and maintenance expense...................................
990
Direct departmental expense................................................
65

$3,500

Station net-back, including profit on miscellaneous sales ...
Wholesale sales:
Gasoline department..............................................................
Refinery department...............................................................
Lubricating department.........................................................

$1,745

Sales credit......................................
4
5a
Costs by departments:
Internal purchases
Casinghead gas............................
$ 50
$2,000
Crude oil..........................................
200
Pipage...............................................
90
‘‘ Cash ’’—Purchases............................
“Cash”—Operating and mainte
350
475
nance expense..............................
30
50
“ Cash ”—Direct departmental.........
100
Natural gasoline.................................. (100)
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1,755

4,300

$6,045
5b

$140
95
15

The Accounts of an Oil Company
(150)
(25)
25

Lubricating stocks..............................
Refinery fuel........................................

$420

$2,675

150

3,495

$400

Income forecast before wholesale selling expense..............

$2,550

It will be seen that no provision is made for the cost of com
modities to be transferred from plants to stations. This point
will be discussed in the next article. Again, the forecast makes no
provision for inventory fluctuation nor for the division of operat
ing expense as between internal and “cash.” Had the program
contemplated an increase in plant stocks it would doubtless have
been added to “sales credit” and, per contra, crude oil purchases
and fuel consumption would have been increased. Had it been
planned to decrease stocks, crude oil and fuel consumption would,
of course, have been decreased correspondingly.

Forecast—table VIII
The budget controller, on assembling the figures, discovers that
forecasts VI and VII include in operating and maintenance some
internal items—which he estimates at $350. In table VIII he
sets up an internal credit to offset those items.
By departments:
Total
6
8
External earnings................................................................ $ 90 $ 90
Internal earnings.................................................................
350
210 $140
Total credit......................................................................

$440

$300 $140

Operating and maintenance..............................................
Direct departmental...........................................................

$150
10

$ 55 $ 95
5
5

Total debit......................................................................

$160

$ 60 $100

Forecast—Net credit......................................................

$280

$240 $ 40

Forecast IX
Commodity turnover, operating and maintenance and direct
departmental figures have now been forecast and summaries of
them have been made and entered in table IX. To complete the
forecast, the apportionable selling and general expense estimates
remain to be made. There are many reasons for leaving these
items for final and special consideration, as for example—the
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determining of the advertising program. Forecasts of these ap
portionable expenses would be prepared by divisions, in the
classification already given, which in this case are assumed to
have been the following aggregate sums:
Apportionable selling expense....
Apportionable general expense. . .

$850
350

Conclusion
In writing these paragraphs I have had in mind that ideal state
wherein the operator would devote his entire time to playing the
game, while the accountant would devote his entire time to keep
ing tally and their minds would come into agreement through the
concerted study of "forecast” and "actual.”
[The next article in this series is to appear in The Journal of Accountancy
for August, 1933.—Editor.]
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Depreciation, Income Tax and Dividends
By Will-A. Clader
There seems to be an erroneous conception by some people re
garding the amount to charge in the accounts for the cost resulting
from depreciation to calculate true net income available for
dividends and the amount of depreciation to deduct in the incometax return to compute true net income subject to tax. There is
also a vague impression that if a corporation is of Delaware, under
the laws of that state dividends may be paid out of capital without
recording that fact on the financial books of the corporation.
It is common knowledge that many public utilities deduct in
their income-tax returns depreciation greater in amount than that
recorded on the books. I have heard this explained by the con
tention that depreciation for income-tax purposes is a thing differ
ent from depreciation for the purpose of the company’s profitand-loss account.
Let us first consider what the government has in mind with
respect to a deduction for depreciation in the income-tax return.
The government has issued certain instructions for the prepara
tion of income-tax returns which are annexed to the forms. They
include the following:

“The amount deductible on account of depreciation in the in
come-tax return is an amount fairly measuring the portion of the
investment in depreciable property by reason of exhaustion, wear
and tear, or obsolescence, which is properly chargeable against the
operations of the year. The amount of depreciation should be
determined upon the basis of the original cost (not replacement
cost) of the property (acquired after March 1, 1913) and the
probable number of years remaining of its useful life. The capital
sum to be replaced should be charged off over the useful life of the
property either in equal annual instalments or in accordance with
any other recognized trade practice, such as an apportionment
over units of production. Whatever plan or method of apportion
ment is adopted must be reasonable and must have due regard to
operating conditions during the taxable year. If a deduction is
claimed on account of depreciation the total amount claimed
therein (the return) should correspond with the figures reflected
in the balance-sheet.”

It will be observed that the instructions on the return are that
the depreciation claimed in it should agree with the balance-sheet.
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On July 5, 1929, an order was issued by the income-tax unit
which permitted correct deductions for depreciation, even if it is
not so recorded on the books, provided that auxiliary records dis
close all details essential to the determination of the allowable
deductions for depreciation, are reconciled with the general books
and are available to bureau representatives. The order says,
however, “It may be stated that as a general rule the amounts
claimed as depreciation deductions should be recorded upon the
taxpayer’s books.”
The fact that the government by this arrangement permits a
taxpayer to deduct in its return depreciation in excess of that re
corded on the books does not mean that depreciation for incometax purposes is one thing and that depreciation for the books and
income accounts submitted to the stockholders is another thing.
That is far from the truth.
The revenue act says that in computing net income there shall
be allowed as deductions “a reasonable allowance for the exhaus
tion, wear and tear of property used in the trade of business, in
cluding a reasonable allowance for obsolescence.”
The regulations issued by the United States treasury depart
ment say, “The proper allowance for such depreciation of any
property used in the trade or business is that amount which
should be set aside for the taxable year in accordance with a rea
sonably consistent plan (not necessarily at a uniform rate),
whereby the aggregate of the amounts to be set aside, plus the
salvage value, will, at the end of the useful life of the property in
the business, equal the basis of the property”—that is, in general,
the cost.
The regulations indicate clearly the conception which the gov
ernment has of the allowance for depreciation in the income-tax
return. They say, “The necessity for a depreciation allowance
arises from the fact that certain property used in the business
gradually approaches a point where its usefulness is exhausted.”
The obsolescence element of the depreciation allowance is
stated in the regulations in the following language:

“With respect to physical property the whole or any portion of
which is clearly shown by the taxpayer as being affected by eco
nomic conditions that will result in its being abandoned at a future
date prior to the end of its normal useful life, so that depreciation
deductions alone are insufficient to return the cost or other basis
at the end of its economic term of usefulness, a reasonable deduc
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tion for obsolescence, in addition to depreciation, may be allowed
in accordance with the facts obtaining with respect to each item of
property concerning which a claim for obsolescence is made.”

There is nothing in the law or any publication, order or pro
nouncement of the government, that I can find, to indicate that
the deduction for depreciation that will be allowed in the incometax return can be an amount greater than the amount of property
consumed or exhausted properly chargeable to the income account
as a part of the economic cost, a part of the cost of operations, in
the year. In fact, everything points to the contrary. In bulletin
“ F ” issued by the bureau of internal revenue, it is said, “ It is ele
mental that in determining the true net income derived from the
operation of a trade or business, all operating costs or expenses
must be deducted. The consumption of capital represented by
depreciation is an operating cost or expense and must be recog
nized the same as other operating costs or expenses.” It says
further, “The federal income tax in general is based upon net in
come.” In other words, the true net income is taxable and the
depreciation allowance in the computation is that part of the eco
nomic cost of operations from property consumed or growing
obsolete. Therefore, if the books or the income account do not
reflect such costs, such an account is wrong, and the books do not
show the correct cost of operations.
The books and the return both can not be correct with respect to
depreciation when they are not in agreement. Which record is
the public accountant to rely upon when auditing the accounts of
a corporation in such circumstances—the financial records and
accounts submitted to the shareholders or the “auxiliary records”
kept for the information of the government?
In the socialistic trend of events it is conceivable that there may
be headlines in the newspapers about this discrepancy between the
income-tax returns and the annual reports submitted to the share
holders, with the usual disturbance of business.
The public utility editor of Standard Statistics said recently,
“The allowances made by the government for depreciation in the
income taxes have been a deterrent to companies seeking con
servatism and an excuse to those which are not.”
If the depreciation deducted in the income-tax return is the true
amount and the amount recorded on the books is less, the directors
of corporations in those states that prohibit payment of dividends
out of other than earnings have a liability hanging over them when
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dividends are declared in excess of the earnings resulting if the
proper amount of depreciation is deducted in the income account.
It must not be overlooked that the president and treasurer of a
corporation sign an affidavit on the income-tax return which says
that the return is “made in good faith” and “pursuant to the
revenue act of 1932 and the regulations issued thereunder.” It is
logical, therefore, to assume that the depreciation taken in the re
turn under oath is the expired capital outlay, a part of the eco
nomic cost of the production of revenue, chargeable in the income
account, whatever the purpose for which it is prepared. There
fore, there can be no justification for charging in the income ac
count an amount for depreciation less than that deducted in the
income-tax return.
Of course, if the corporation has deflated the balance-sheet by
writing down the valuation of its plant and equipment instead of
apportioning it over the years of useful life, as some corporations
have done, the depreciation deduction in the income-tax return
would be larger than the annual amount on the books. I am not
discussing such a condition, as that is a horse of a different color,
about which there is a difference of accounting and economic
thought, worthy of a discussion of its own.
There is plenty of accounting, financial and economic authority
for the principle that depreciation is essentially and always an
operating cost, and that obsolescence, one of the subdivisions of
depreciation, is an operating charge.
The determination of the amount of depreciation to be charged
annually in the income account and in the income-tax return to
calculate the true net income is an engineering function; but the
expression of it in the financial statements is an accounting func
tion. The accountant who signs the accounts must analyze all
factors to aid him in forming an opinion for himself upon the ade
quacy of the depreciation provision, even if it can be only an
opinion at best.
After a consideration of all the evidence, facts and circumstances
in the case and the information furnished to him, an auditor must
decide whether they conclusively prove to his entire satisfaction
that the amount of depreciation charged in the accounts is suffi
cient to determine the true net income. If he is of the opinion
that the provision is insufficient, he is obligated to qualify his
certificate appended to the accounts. The auditor’s certificate
accompanying the 1932 report of the Boston Elevated Railway
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contained the statement that “the amount of accrued deprecia
tion appearing in the balance-sheet is inadequate.”
The foregoing observations on the amount of depreciation in the
accounts reported to the shareholders and in the income-tax re
turns seem to apply to corporations of all states; but sometimes
one hears it said, generally by laymen, that the Delaware law
permits “this and that” with respect to payment of dividends out
of earnings without regard to a reserve provision for depreciation.
Let us look at the Delaware corporation law and see what it says
about dividends and reserves. Here is a copy of section 34 of that
law.

“Dividends; Reserves:—The directors of every corporation
created under this chapter, subject to any restrictions contained
in its Certificate of Incorporation, shall have power to declare and
pay dividends upon the shares of its capital stock either (a) out of
its net assets in excess of its capital as computed in accordance
with the provisions of Sections 14, 26, 27 and 28 of this Chapter,
or (b), in case there shall be no such excess, out of its net profits
for the fiscal year then current and/or the preceding fiscal year;
provided, however, that if the capital of the corporation computed
as aforesaid shall have been diminished by depreciation in the
value of its property, or by losses, or otherwise, to an amount less
than the aggregate amount of the capital represented by the is
sued and outstanding stock of all classes having a preference upon
the distribution of assets, the directors of such corporation shall
not declare and pay out of such net profits any dividends upon
any shares of any classes of its capital stock until the deficiency in
the amount of the capital represented by the issued and outstand
ing stock of all classes having a preference upon the distribution of
assets shall have been repaired. Subject to any restrictions con
tained in its certificate of incorporation, the directors of any corpo
ration engaged in the exploitation of wasting assets may determine
the net profits derived from the exploitation of such wasting
assets without taking into consideration the depletion of such
assets resulting from lapse of time or from necessary consump
tion of such assets incidental to their exploitation.
“Nothing contained in this section shall prevent the stock
holders of any corporation, or the directors thereof if the certifi
cate of incorporation shall so provide, from setting apart out of
any of the funds of the corporation available for dividends a re
serve or reserves for any proper purpose or from abolishing any
such reserve in the manner in which it was created.
“A director shall be fully protected in relying in good faith
upon the books of account of the corporation or statements pre
pared by any of its officials as to the value and amount of the as
sets, liabilities and/or net profits of the corporation, or any other
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facts pertinent to the existence and amount of surplus or other
funds from which dividends might properly be declared and
paid.”

The interpretation of the foregoing is a lawyer’s function, so an
accountant can only read it as it applies to accountancy, the finan
cial and economic aspect, the books of accounts and the financial
statements.
The language used clearly says that dividends may be paid out
of net assets in excess of capital, or, in case there is no such excess,
out of net profits for the year, provided that if the capital shall
have been diminished by depreciation in the value of the property
or by losses, or otherwise, to an amount less than the capital hav
ing preference, the directors shall not declare out of such net
profits any dividends until the deficiency in the capital shall have
been repaired. Surely this does not say that depreciation can be
ignored in determining ability to pay dividends. I read it as a
strong obligation to reckon with depreciation and a strict direction
to withhold dividends if the payment of them impairs capital.
“Net assets in excess of its capital” can not be determined with
out the calculation of depreciation. This is so evident that it is
needless to explain.
There is nothing in the law to prevent recording on the books
the depreciation of the value of the corporation’s property
through use or otherwise. The law merely permits the payment
of dividends out of general resources, including that portion of the
cash annually received for the expired capital outlay in producing
the revenue, when the payment of such dividends does not dimin
ish the net assets to an amount less than the capital having prefer
ence. If depreciation, not depletion, in the value of the property
has diminished the capital of the corporation to such an extent
that preference stock is impaired, dividends are prohibited by the
law. It is therefore evident that the matter of depreciation can
not be ignored in the accounts, and that the law requires full con
sideration of such cost of producing revenue.
It is appropriate here to mention that if a corporation avails it
self of the privilege of paying dividends out of the consumption of
capital, it is a liquidating dividend and there is no escape, in true
accounting, from reflecting such a fact in the financial statements
of the corporation.
If all of the opportunities of the Delaware law for juggling the
capital contribution of the shareholders are seized, there is nothing
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in the law inhibiting the officers and directors from being honest in
giving information to the shareholders. If the dividends are
paid out of surplus which was determined by the board out of the
consideration received by the corporation for any of the shares of
its capital stock, or from capital, honesty compels that the share
holder be told that the money paid him comes from that source.
Depletion is specifically excluded by the law in the determina
tion of net profits. The language used definitely says that a
corporation engaged in the exploitation of wasting assets may
determine the net profits derived from such exploitation without
taking into consideration the depletion of such assets resulting
from their consumption.
Depletion and exploitation must be defined to discuss this
phase of the subject and it must be understood what is
meant by wasting assets when used with the words depletion and
exploitation.
Depletion is the term applied to the progressive exhaustion of a
mineral deposit, including gas. The supreme court of the United
States gave the following meaning to the term:

“The depletion charge . . . represents the reduction in the
mineral contents of the reserve from which the product is taken.
The reserves are recognized as wasting assets. The depletion
effected by operation is likened to the using up of raw material in
making the product of a manufacturing establishment. As the
cost of the raw material must be deducted from the gross income
before the net income can be determined, so the estimated cost of
the part of the reserve used up is allowed.” (U. 5. v. Ludy, 274
U. S. 295).

While in accounting the term “wasting assets” covers all
values of an exchangeable nature which inevitably diminish while
applied to the purpose of seeking profits or advantage otherwise
than by purchase and sale, including buildings, machinery and
plant, in the Delaware law quoted it obviously refers to a natural
resource, such as mineral, oil and gas, particularly as the word
exploitation is generally used in relation to the extraction and sale
of natural resources.
There is no appreciable difference between the legal and the ac
counting aspects of depletion. It is a fundamental principle of
accounting that no profit is realized from a sale until the elements
of the cost of the product have been deducted. In the case of the
sale of natural resources, one of the important elements of cost is
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the price paid for the raw material. In accounting terminology
this deduction for the cost of the raw material is called depletion.
When a quantity of units of minerals previously acquired and
recorded on the books at cost are sold, business practice requires
that a record shall be made on the books. It will be observed that
particular care was taken to say in the law that “ nothing therein
shall prevent setting apart a reserve for any proper purpose.”
The purpose of the law with respect to depletion is to permit the
distribution of funds received from the sale of the raw materials
when such funds are not needed in the business.
The payment of such funds as dividends is permitted, as it
should be, but the law does not say that the true record shall not
be made. It says nothing about the booking of the transaction.
It is to be presumed that the thought never entered the minds of
the legislators that the corporation would have to be directed to
keep its books correctly.
Such dividends are liquidating dividends so far as the accounts
are concerned, and the stockholders should be so informed.
Otherwise essential information is being withheld from them by
the board of directors and officers of the corporation.
When half, say, of the mineral content of a property is ex
tracted and is not recorded on the books, the accounts will show
as on hand the cost of a thing no longer possessed. That is just
as incorrect as selling merchandise from the shelf of a grocer and
showing on the financial statements as assets both the cost of the
things sold and the cash received for them.
There is no explanation whatever in the law as to how the books
shall be kept, but there is a direct inference in the last paragraph
of section 34 that the books of account of the corporation or state
ments prepared by any of its officers will show the correct value
and the amount of the assets or any other facts pertinent to the
existence and amount of surplus or other funds from which divi
dends might properly be paid. Such correct value and amounts
at any given date can not be determined without considering
depletion and depreciation.
The law defines a limitation beyond which one may not go
without getting into legal difficulties, but it in no way prescribes
it as proper corporate accounting practice. It is therefore in
conceivable to me that any corporate officer would issue a state
ment of profits without the correct charge for the cost of the
things sold or used to produce the gross revenue.
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DAMAGE SUIT AGAINST ACCOUNTANTS

Another damage suit, in which about $200,000 is sought, is pending against
a firm of accountants. It has not yet been tried and thus the facts have not
been judicially determined but the court had occasion on May 20th to lay
down certain legal principles and to endorse generally the decision in Ultramares
Corporation v. Touche, 255 N. Y. 170. The plaintiff, a bank, is suing on the
allegation of deceit. The court was asked to dismiss the case on the written
pleadings or statements by each party without a trial, but it refused to do so
and stated that the damages alleged were not conjectural or speculative and
that the amount could be proved upon a trial of the facts. The facts as
alleged, were as follows:
A certain corporation asked plaintiff for a time loan of $300,000. This was
refused, but plaintiff made a demand loan of this amount and agreed to change
it to a time loan if a certified balance-sheet were furnished which would warrant
a time loan. Defendants certified such a balance-sheet which was presented
to the plaintiff and plaintiff in reliance upon it changed the loan from demand to
time. Defendants in the preliminary move now being discussed claimed that
plaintiff suffered no damage by thus changing the loan in terms but not in
amount.
The court stated that fraudulent misrepresentations which transmute in
decision into a damaging decision connote damages and that one guilty of
making the misrepresentation will not be permitted to say what the one de
frauded would or would not have done, or that the innocent might have suf
fered damage if the fraud had not been concocted or no deception had been
practised. It may fairly be assumed that the one deceived would have acted
for his own protection had the expected truth been told instead of the false
statement upon which reliance was placed. The court then quoted from the
Ultramares case: “Where a person within whose special province it lay to know
a particular fact has given an erroneous answer to an inquiry made with regard
to it by a person desirous of ascertaining the fact for the purpose of determining
his course accordingly, he has been held bound to make good the assurance he
has given.”
While no presumption of damage arises from a representation proved to be
false, the nature of the representation may be such that injury from acting
upon it may be inferred. In the latter category, it would seem, said the court,
“is the representation here allegedly, recklessly and wantonly made in the
financial statement of a corporation certified for correctness by the defendants,
certified public accountants, to induce action by the plaintiff bank. The
damage claimed is $197,561.27, the difference between the amount loaned and
the amount received by plaintiff as dividends upon the distribution in bank
ruptcy of the borrowing corporation’s estate.”
This case raises an interesting question of law. Was the plaintiff damaged,
notwithstanding the sum was actually lent before the balance-sheet was

55

The Journal of Accountancy
certified, by the change of the loan into one for a fixed period of time and by
plaintiff’s surrender of the demand note and its right to proceed for collection
at any time it thought proper? This difficulty is an apt vindication of the
judgment of the seniors at Yale who, according to The New Yorker for May
27, 1933, voted accounting the “hardest subject.”
TAX DISCRIMINATION AGAINST CHAIN STORES

Social and political reformers have often found taxation a ready weapon with
which to fight those who disagree with them, just as the federal government has
found it convenient to incarcerate offenders against income-tax laws when there
was at least a suspicion that the men concerned had committed more serious
offenses. Thus by indirection do we seek direction out. The curbing of chain
stores has been sought through prohibitive taxation. The United States
supreme court has recently laid down certain principles of law to be observed
in such efforts, Justices Brandeis, Stone and Cardozo dissenting in part. The
case before the court was Liggett Co. v. Lee, 53 Sup. Ct. 481, which involved a
Florida statute. That law levied a tax on the privilege of conducting retail
stores within the state. The tax was to increase with the number of stores
operated by the same owner and it was to increase further if the stores were
located in more than one county. Merchandise carried by retail merchants
was to be taxed at a higher rate than merchandise carried by wholesalers.
This statute was attacked on the ground that its method of discriminating was
in violation of the constitutional guaranty of equal protection. The court
held that wholesalers could be treated differently from retailers and that chain
stores could be singled out for taxation but that the discrimination between
those operating in one county and those operating in more than one county
was arbitrary and thus violative of the equal protection principle established
by the constitution.
DUTIES OF DIRECTORS

“Directors should direct,” writes Mr. Justice Black of the New York su
preme court as the first words of his opinion in Irving Trust Co., trustee in
bankruptcy of International Match Corp'n v. Allen et al., 89 N. Y. Law Journal
3375 (June 5, 1933). This action was brought against seven directors of the
corporation on an allegation that the directors had unlawfully abdicated,
delegated and surrendered their powers and duties to Mr. Kreuger when his
interests were adverse to those of the corporation, whereby the corporation
incurred losses. Six of the defendants immediately asked the court to dismiss
the action without a trial, on the ground that the plaintiff in its complaint,
that is, the written allegations upon which the action was based, had failed to
state a cause of action against them. Defendants’ motions to dismiss were
denied because the court decided that plaintiff’s allegations of nonfeasance and
misfeasance were legally sufficient to raise issues to be proved on a trial.
Judge Black’s opinion contains much sound advice for corporate directors.
Although legal remedies against directors today are almost wholly statutory,
there never has been a time when a legal remedy did not exist against directors
who neglected their duties and did not direct. Directors are personally liable
if they permit corporate funds or property to be lost or wasted because of their
negligence or inattention to their duties. The basis for this responsibility is
the trust relation which they bear to the corporation and its stockholders. A
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director is bound to exercise the same degree of care in the performance of his
duty that a man of common prudence generally shows in his own affairs. The
law has no place for dummy directors. As was pointed out in Walker v.
Man, 142 Misc. (N. Y.), 277, “Passivity and disavowal of knowledge alone do
not constitute a pass to freedom from responsibility. A director may not
shut off liability by shutting off his hearing and sight.” And a Tennessee
court has said that culpable negligence is the equivalent of fraud (Shea v.
Mabry, 1 Lea, Tennessee, 319, 342). A director may be liable for negligence
in allowing wrongful acts to be committed after he becomes a director although
the resolutions authorizing such wrongful acts had been adopted prior to his
election. Even the employment of professional accountants will not always
relieve directors from their duty to inform themselves as to the true condition
of the corporation’s affairs (Tri-Bullion Smelting Co. v. Corliss, 186 App. Div.
(N. Y.), 613, affirmed in 230 N. Y. 629).
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AMERICAN INSTITUTE EXAMINATIONS
(Note.—The fact that these solutions appear in The Journal of Account
ancy should not cause the reader to assume that they are the official solutions
of the board of examiners. They represent merely the opinions of the editor
of the Students' Department.)

Examination in Accounting Theory

and

Practice—Part I

May 11, 1933, 1:30 P. M. to 6:30 P. M.

The candidate must answer the first three questions and one other question.

No. 1 (37 points):
You are engaged by the chairman of the reorganization committee of the S Y
Manufacturing Company to make an examination of the books of account and
records of the company for the period from January 1, 1926, to June 30, 1932,
and to render a report. It is specifically requested by the chairman that your
report contain an application-of-funds statement embodying a complete sum
mary of securities and cash transactions during the period.
Your examination discloses the following facts:
The company was organized January 1, 1926, to bring together, under the
control of one corporate management, five competing concerns manufacturing
automobile accessories, with plants located in distant large cities.
The new corporation took over the fixed assets of all the other companies
(gross value $8,000,000 less $3,000,000 depreciation), issuing cash and securi
ties therefor, as set forth in the following summary:
Cash and securities issued for net assets acquired
No-par
First
common
mortgage
7% pre
Name of
Cash
6% gold ferred stock stock at
plant
bonds at par at par stated value
$ 200,000
A
. $ 800,000 $
$
500,000
B
300,000
800,000
400,000
C
400,000
D
1,600,000
E ....................

Totals .... .

Totals

$1,000,000
800,000
1,200,000
400,000
1,600,000

$1,600,000 $ 300,000 $2,000,000 $1,100,000 $5,000,000

In order to provide cash for working capital and to pay off bank loans of
$1,000,000, releasing collateral set up at a like book value, additional securities
were issued as follows:
$900,000 first mortgage 6 per cent gold bonds at 90
$700,000 7 per cent preferred stock at par
100,000 shares, no-par common stock, at $15 per share.

The capitalization of the new company was as follows:
First mortgage 6 per cent sinking fund gold bonds............... $2,500,000
7 per cent preferred stock, par value $100 per share............. $2,500,000
No-par common stock, stated value $10 per share.................
350,000 shares
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Further information, obtained in the course of your examination, is set forth
in the tabulation on the following page.
As of January 1, 1928, the corporation issued and sold 5,000 shares of its 7
per cent preferred stock at par. As of January 1, 1929, it issued and sold 5,000
shares of its 7 per cent preferred stock at par and 5,000 shares of its no-par
common stock at $25 per share, in order to provide additional working capital
and for other corporate purposes.
Upon the basis of your examination of the company’s accounts, you have
prepared the following balance-sheet as of June 30, 1932:
The S Y Manufacturing Company
Balance-sheet, June 30, 1932
Assets

Current:
Cash............................................................................
Notes receivable........................................................
Accounts receivable...................................................
Inventories.................................................................
Prepaid expenses...........................................................
Fixed
Land and property...................................................
Less: reserves for depreciation.............................
Unamortized bond discount.........................................

$

22,160
150,000
100,000
425,000 $ 697,160
25,000
10,625,000
3,420,000

7,205,000
42,840
$7,970,000

Liabilities and net worth
Current:
950,000
Bank loans............................................................. $
250,000
Other notes payable..................................................
230,000
Accounts payable......................................................
90,000 $1,520,000
Accruals......................................................................
First-mortgage 6 per cent sinking-fund gold bonds,
2,100,000
maturing January 1, 1941 (a).............................
Net worth:
Capital stock—
Preferred 7 per cent stock, authorized 25,000
shares, par value $100 each, issued and out
standing 20,000 shares.................................. $ 2,000,000
Common stock, authorized 350,000 shares no
par value, stated value $10 each, issued and
outstanding 305,000 shares..........................
3,050,000
$ 5,050,000
Paid-in surplus—excess of sale price of common
stock over stated value thereof...........................
575,000
Earned surplus...............................................................
1,275,000* 4,350,000
$7,970,000

Solution:
Chairman of the Re-organization Committee,
The S Y Manufacturing Company.
Dear Sir:
Pursuant to your instructions, we have made an examination of the accounts
of the S Y Manufacturing Company for the period from January 1, 1926,
* Denotes red figures.
(a) Sinking fund payment of $100,000 due May 1, 1932, has not been paid.
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1926
1927

1928
1929

1930
1931

ended
Totals
June 30,1932

Six months

60

(a)
(b)

20,000

400,000
336,000
1,000,000
600,000

100,000 100,000
88,000 50,000

100,000
98,000

200,000 500,000 300,000
100,000 300,000 200,000

85,000

100,000
100,000

10,000

15,000

25,000

5,000

Sinking-fund requirement first effective for the year 1928 and company defaulted on 1932 requirement.
Acquired from predecessor companies at date of organization of corporation.

* Denotes red figures.

reserve ..........................................................
10,000
Bonds retired through sinking fund (a)—
Principal am ount .............................................
C ost ...................................................................
Sales of securities carried as permanent in 
vestments (b)—
Book value .......................................................
Losses charged to profit-and-loss account . .

Net profits transferred to surplus .................... $400,000 $300,000 $700,000 $ 948,000 $238,000 $700,000* $600,000* $1,286,000
Surplus credits—profits on bonds retired .........
2,000
12,000
50,000
64,000
Dividends declared—
Preferred.
.
..............................
70,000
70,000 105,000
140,000 140,000 140,000
665,000
Common ........................................................... 225,000 225,000 450,000
610,000 450,000
1,960,000
Additions to property (net) .............................. 200,000 400,000 500,000 1,000,000 400,000 100,000
25,000 2,625,000
Provisions for depreciation ................................ 330,000 350,000 370,000
420,000 480,000 505,000 255,000 2,710,000
Book value of property retired, charged to
depreciation reserve .................................... 350,000 300,000 250,000
700,000 300,000 300,000 125,000 2,325,000
Expenditures for renewals, charged to depreci
ation reserve ................................................
30,000
20,000
50,000
Salvage recoveries, credited to depreciation

Particulars

The Journal of Accountancy

Students' Department
the date of organization, to June 30, 1932, and submit herewith our report,
consisting of comments and the following described exhibits:
Exhibit A—Balance-sheet, June 30, 1932.
Exhibit B—Statement of application of funds, for the period from January
1, 1926, to June 30, 1932.
Exhibit C—Condensed statement of profit and loss, by years, for the period
from January 1, 1926, to June 30, 1932.
Exhibit A shows the following marked weaknesses in the financial condition
of the company on June 30, 1932: over-investment in fixed assets, working
capital deficit, default of bond-sinking fund instalment of $100,000, and
$70,000 preferred dividends in arrears. The financial policy as indicated in
Exhibit B, may be summarized and analyzed as shown on the following page.
The merger of the five predecessor companies, on January 1, 1926, involving
the acquisition of fixed properties of $5,000,000 and investments of $1,000,000
was financed by (l)the issuance of securities to the five companies in the amount
of $3,900,000, and (2) by the sale of securities for cash in the amount of
$3,010,000. This financing provided the company with a cash working
capital of $910,000 on January 1, 1926:
Cash transactions at organization
Receipts:
Bonds—$900,000 at 90.............................................. $ 810,000
Preferred stock—$700,000 at par.............................
700,000
Common stock—100,000 shares at 15.....................
1,500,000

Total.........................................................................
Disbursements:
To predecessor companies for fixed assets..............
To banks for release of collateral.............................
Cash balance, and working capital, January 1, 1926

$3,010,000
$1,100,000
1,000,000

2,100,000

$ 910,000

During the period of its operations the company spent an additional $5,000,000 for fixed properties. Altogether $10,000,000, representing about 75 per
cent of the total funds available during the company’s existence, was expended
for fixed assets.
Funds provided by operations during the six and one-half years totaled
$4,643,160. Despite the large annual requirements for additions to plant,
the company paid dividends totaling $2,625,000 during the period, reinvesting
only about $2,000,000 of the funds provided by profits. The remaining
funds for the plant extension were obtained by the issuance of additional secu
rities ($1,125,000), and by drawing on working capital. As a result, the
cash working capital of $910,000 with which the company commenced opera
tions in 1926 was transformed into a working capital deficit of $797,840 on
June 30,1932.
The summary on page 63 shows dividend payments in relation to profits,
by years, over the period.
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$7,961,000
$6,000,000

$5,000,000
2,625,000

$7,961,000

$1,125,000
4,643,160
400,000
85,000
1,707,840

Total funds applied ...................................................

$1,000,000
125,000

336,000

1,000,000

$5,000,000

Operations

January 1, 1926, to
June 30, 1932

Funds applied:
To acquisition of fixed property .....................................
To payment of dividends ................................................
To purchase of investments ............................................
To retirement of bonds ....................................................

$6,000,000

Total funds provided ...............................................

$6,910,000

910,000*

$2,410,000
1,000,000
3,500,000

1, 1926

T otal ...........................................................................
By operations .....................................................................
By sale of investments .....................................................
By sale of salvage .............................................................
By decrease (increase*) in working capital .....................

Common stock ...................................................................

Funds provided:
By issuance of securities:
Bonds ..............................................................................
Preferred stock ..................................................................

January

Organization

Summary of Application of Funds Statement

$2,410,000
2,000,000
3,625,000

$13,961,000

$10,000,000
2,625,000
1,000,000
336,000

$13,961,000

$ 8,035,000
4,643,160
400,000
85,000
797,840

Together
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* Loss.

Common dividends:
Am ount ...........................................................................................
Ratio to profits for the year,after preferred dividends.............
Shares of common stock outstanding ..........................................
Dividends per share ......................................................................
Total dividends .................................................................................
Ratio to net profits ............................................................................

1927

1928
1929

1930

1931

73.8%

$

98.3%

79.3%

79.1%

75.5%

247.9%

459.2%

$

300,000
300,000
305,000
305,000 305,000
.75 $ 1.50 $ 2.00 $ 1.48
295,000
555,000
750,000
590,000 $140,000

$

75.6%

300,000
.75
295,000

$450,000

$ 98,000 $

$238,000 $700,000*
140,000
140,000

97.8%

$610,000

$808,000

$948,000
140,000

$225,000

$450,000

$595,000

$700,000
105,000

68.2%

$230,000

$300,000
70,000

$225,000

$330,000

Profits available for common stock ................................................

1926

$400,000
70,000

Net profits transferred to suplus .....................................................
Preferred dividends— $7 per share .................................................
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It appears that the company's present financial difficulties could have been
averted if the directors had adopted a more conservative policy with respect
to common dividends.
Yours very truly,
(Note.—Exhibit A is not reproduced here; it should be in the form of the
balance-sheet presented in the problem. Exhibit C is likewise omitted; no
data is given in the problem for the preparation thereof. The above com
ments apply only to exhibit B; any pertinent facts disclosed in the preparation
of the other exhibits should be covered in the report.)

Exhibit B

The S Y Manufacturing Company

Statement of application of funds, January 1, 1926, to June 30, 1932
Funds provided:
By issuance of securities:
Cash

First mortgage 6% gold bonds:
January 1, 1926..............................
January 1, 1926—at 90.....................

Total................................................

Property

Total

810,000

$1,600,000 $1,600,000
810,000

$ 810,000

$1,600,000 $2,410,000

$

7% preferred stock:
January 1, 1926..............................
January 1, 1928..................................
January 1, 1929.................................

$ 700,000 $ 300,000 $1,000,000
500,000
500,000
500,000
500,000

Total................................................

$1,700,000 $ 300,000 $2,000,000

No par common stock:
January 1, 1926—at $10...............
January 1, 1926—at $15...................
January 1, 1929—at $25...................

Total................................................

$

1,500,000
125,000

$2,000,000 $2,000,000
1,500,000
125,000

$1,625,000 $2,000,000 $3,625,000

Funds provided by security issues $4,135,000 $3,900,000
By operations:
Net profits transferred to surplus.........
Add back:
Depreciation.......................................
Amortization of bond discount.........
Loss on sale of investments..............

$8,035,000

$1,286,000
$2,710,000
47,160
600,000

3,357,160
4,643,160
400,000
85,000

Funds provided by operations..........
By sale of investments (cost $1,000,000)..
By sale of salvage......................................
By current borrowing—excess of current
liabilities over current assets and pre
paid expenses, June 30, 1932:
Current liabilities...................................
Current assets and prepaid expenses........

$1,520,000

722,160

797,840
$13,961,000

Total funds provided.........................
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Funds applied:
To fixed properties:
Property acquired at date of organiza
tion:
Company A.........................................
Company B........................................
Company C........................................
Company D........................................
Company E.........................................

$1,000,000
800,000
1,200,000
400,000
1,600,000

$5,000,000
4,950,000
50,000

Total................................................
Additions.................................................
Renewals.................................................

$10,000,000

Funds applied to fixed properties.. ..
To payment of dividends:
Preferred.................................................
Common..................................................

$ 665,000
1,960,000
2,625,000
1,000,000

Total....................................................
To purchase of investments.....................
To retirement of bonds—par value
$400,000..................................................

336,000
$13,961,000

Total funds applied...........................

The following explanatory adjustments and working papers do not form a
part of the solution:

Explanatory Adjustments
(a)
Earned surplus.............................................. ..................
Net profits...................................................................
To set forth the net profits for the period trans
ferred to earned surplus.

(b)
Reserves for depreciation..............................................
Depreciation................................................................
To set forth the provision for depreciation
(charged to profits) for the period.
(c)
Land and property.........................................................
Reserves for depreciation..........................................
To restate the book value of the property retired
which was charged to depreciation reserve.
(d)
Expenditures for renewals.............................................
Reserves for depreciation..........................................
To set up the expenditures for renewals which
were charged to depreciation reserves.
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$1,286,000

$1,286,000

2,710,000

2,710,000

2,325,000

2,325,000

50,000

50,000

The Journal of Accountancy

Reserves for depreciation..............................................
Salvage recoveries.......................................................
To set forth the salvage recoveries credited to
depreciation reserve during the period.
(f)
Earned surplus................................................................
Bonds retired...................................................................
First-mortgage 6% bonds..........................................
To set forth bonds retired during the period.
Par value $400,000. Cost $336,000.
(g)
Dividends paid:
Preferred......................................................................
Common.......................................................................
Surplus......................................................................
To set forth the dividends paid during the
period.

(h)
First-mortgage 6% bonds..............................................
Unamortized bond discount......................................
To set forth the bond discount on the $900,000
par of bonds which were sold at 90.
(i)
Unamortized bond discount..........................................
Bond discount.............................................................
To set forth the bond discount charged to op
erations during the period:
Original balance...................................... $90,000
Balance 6/30/32.....................................
42,840
Written off...............................................

$85,000

64,000
336,000
400,000

665,000
1,960,000
2,625,000

90,000

90,000

47,160

47,160

$47,160

(j)
Investments.....................................................................
Investments.................................................................
Loss on sale of investments......................................
To record the investments which were carried
at a book value of $1,000,000 and later sold at a
loss of $600,000.
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$85,000

1,000,000

400,000
600,000
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Preferred ....................................................
Common ....................................................
Investments acquired ...................................
Investments sold ..........................................
Decrease in working capital .......................

Bonds retired ................................................
Dividends paid:

Funds provided by operations :
Net profits.................................................
Depreciation .............................................
Bond discount...........................................
Loss on sales of investments ....................
Expenditures for renewals...........................
Salvage recoveries ........................................

Unamortized bond discount ........................
Bank loans ....................................................
Other notes payable .....................................
Accounts payable .........................................
Accruals.........................................................
First mortgage 6% bonds ...........................
Preferred stock .............................................
Common stock ..............................................
Paid-in surplus .............................................
Earned surplus .............................................

Notes receivable...........................................
Accounts receivable .....................................
Inventories ....................................................
Prepaid expenses..........................................
Land and property .......................................
Reserves for depreciation ............................

1,275,000

42,840

22,160
150,000
100,000
425,000
25,000
10,625,000

950,000
250,000
230,000
90,000
2,100,000
2,000,000
3,050,000
575,000

$ 3,420,000

$12,665,000 $12,665,000

Cash ............................................................... $

$10,618,160

665,000 (g)
1,960,000 (g)
1,000,000 (j)

336,000 (f)

50,000 (d)

(a)
(b)
(i)
(j)

$10,618,160

400,000 (j)

85,000 (e)

1,286,000
2, 710,000
47,160
600,000

2,625,000 (g)

400,000 (f)

90,000 (h)
64,000 (f)
1,286,000 (a)

$ 2,325,000 (c)
50,000 (d)
90,000 (h)

$ 2,325,000 (c)
2,710,000 (b)
85,000 (e)
47,160 (i)

797,840

22,160
150,000
100,000
425,000
25,000

$1,520,000

$

665,000
1,960,000
1,000,000

336,000

50,000

400,000
797,840

85,000

4 ,643,160

2,410,000
2,000,000
3,050,000
575,000

$ 3,000,000

Funds
Provided

$12,950,000

Applied

$1,520,000 $16,961,000 $16,961,000

$ 950,000
250,000
230,000
90,000

T he S Y M anufacturing C ompany
Application of funds—working papers January 1, 1926, to June 30, 1932
June 30, 1932,
Working capital
and period ’s excess
Adjustments
Increase
Decrease
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Book Reviews
ACCOUNTING AND BUSINESS PROCEDURE FOR HOSPITALS, by
Herbert R. Sands, United Hospital Fund, New York. 195 pages.
Until comparatively recent years, the managers of charitable institutions, as
a class, were notoriously careless in the matter of keeping accounts, or perhaps
one should say in conforming to the recognized principles of accounting. In
many cases, the management was satisfied if it published a bare statement of
cash received and disbursed, audited by amateur auditors.
Accounting and Business Procedure for Hospitals is an unusual book, pre
pared in an unusual manner. The United Hospital fund of New York, to
gether with other welfare agencies, organized a conference on hospital account
ing which was financed by several foundations. This conference worked
through an executive committee (composed of an accountant and lawyer, a
hospital consultant, a hospital president, a hospital superintendent and a hos
pital trustee) together with an accountant’s executive committee, consisting of
five hospital comptrollers and chief accountants, and various sub-committees.
Numerous meetings were held and it was decided that the best results would be
secured through the preparation by the conference of a manual on the subject,
and the work of compilation was assigned to Mr. Sands.
The best systems used by individual hospitals were studied, together with
the recommendations of various welfare organizations. Finally, an intensive
field survey of twenty hospitals of various sizes and types in New York was
made. The results of these studies were drafted, amended and, in December,
1931, submitted to twenty-eight firms of public accountants who were experi
enced in hospital accounting, after which, in June, 1932, the draft was sub
mitted to the superintendents of the fifty-five hospitals in the united hospital
fund of New York and to some leading authorities in different cities. The
entire manuscript was then revised and approved by two standing committees
of the conference, and it is this revised, re-edited draft which was sent to me.
The preface is signed by Robert H. Montgomery, as chairman of the executive
committee and by Paul C. Fahrney, as chairman of the accountants’ executive
committee.
The objects of the book are to encourage uniformity in the basic principles
involved; to prepare definitions which shall have general acceptance; to set
forth the proper method of treating fund accounts; to encourage the establish
ment of budgetary control; to outline a satisfactory system of accounts; to
describe method for obtaining unit costs; to show what statistical and admin
istrative reports should be submitted and the method of preparing them; and,
finally, to describe the best methods of procedure in the various departments of
a hospital. This program is a long one, but every item in it is well rendered.
The book does not attempt to teach bookkeeping, but any competent book
keeper could easily carry out the suggestions and directions which it contains.
It does not give all the numerous forms required in a hospital: they may be ob
tained from the publications of the American Hospital Association. However,
one subject which is worthy of consideration appears to be omitted. That is a
detailed list of hospital supplies and equipment of all sorts—everything used
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in a hospital—showing the exact account, or accounts, to which items should
be charged in varying circumstances.
No reference is found to the use of charts and diagrams prepared for the pur
pose of showing the operating costs, the effect of a varying number of patients
on those costs, etc., the comparison with past years, etc., yet these have a dis
tinct value when attempting—as this volume does—to establish a yardstick

with which to measure the efficiency of a management.
The book does not deal directly with one of the chief difficulties encountered
by small hospitals—which form the majority of such institutions—and that is,
procuring efficient accounting and bookkeeping services. In such cases, the
volume of work does not call for full-time services, nor do the finances warrant
the employment of a highly trained person, and the accounts are necessarily left
to the care of bookkeepers of only moderate ability, who find difficulty in apply
ing the principles laid down, unless those principles are accompanied by a
manual of bookkeeping. Probably the best solution of this difficulty is the
engagement of accountants to consult with the management, to select the
methods and forms preferred, and to instruct the bookkeeper in their use.
It is my considered opinion that the volume is the most valuable contribution
which has yet been made to the literature on institutional accounting.
Walter Mucklow

ACCOUNTING MANUAL FOR SMALL CITIES, by Carl H. Chatters.
Municipal Finance Officers1 Association of the United States and Canada,
Chicago, Illinois. 80 pages.
Ideally we should elect to municipal financial positions men of integrity who
are also trained accountants—an “iridescent dream” in a democracy. But
that should not prevent any such officer with a sincere desire to serve his com
munity from keeping clear and informative accounts with the help of this
Accounting Manual for Small Cities. Within the compass of eighty pages he
will find easily understood descriptions of the periodical statements he should
render, the books he should keep, what the accounts cover and a complete set of
illustrative journal and other entries. Furthermore, a rather innocent looking
chapter will show him how an alert finance officer may control through the
accounts the activities of other municipal officers.
W. H. Lawton

PERFORMANCE OF DEPARTMENT STORES: 1932, by Edgar H.
Gault. University of Michigan, Ann Arbor, Michigan. 491 pages.
If it does nothing else, the Performance of Department Stores: 1932, which
reviews department-store operations for the fifth successive year, confirms the
general suspicion that 1932 was a very depressing year! Post mortems are
perhaps about as futile in business as in bridge. Nevertheless the mass of
detailed percentages worked out by the Michigan university school of business
administration, covering twenty department stores in the states north of the
Ohio River between Iowa and Maine in cities ranging in population from
30,000 to 120,000, should afford department heads much food for study.
How far this limited study may apply to the field covered is somewhat
problematical. Twenty stores hardly seem a very broad basis, and it is to be
observed that the great department stores in the large cities are not included at
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all. Considering the wide-spread operations of such stores, serving millions
through motor deliveries and mail orders, one would expect them to be taken
into account. As an instance of how the Michigan statistics might be seriously
affected, take the matter of net sales. The Michigan figures show a decrease in
net sales between 1929 and 1932 of 57%, as compared with a certain depart
ment store with six branches in the same territory showing a falling off of
40.5 %. Similarly the same store shows a net operating loss for 1932 of 1.2% as
compared with the 5.3% of the Michigan list. Of course, there are obvious
reasons why leviathans should not be compared with shrimps; nevertheless the
Michigan studies must be considered as applying only to these twenty stores.
Bearing this in mind the lover of statistics will find much of interest in the
pamphlet.
W. H. Lawton
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Accounting Questions
[The questions and answers which appear in this section of The Journal of
Accountancy have been received from the bureau of information conducted
by the American Institute of Accountants. The questions have been asked
and answered by practising accountants and are published here for general in
formation. The executive committee of the American Institute of Account
ants, in authorizing the publication of this matter, distinctly disclaims any
responsibility for the views expressed. The answers given by those who reply
are purely personal opinions. They are not in any sense an expression of the
Institute nor of any committee of the Institute, but they are of value because
they indicate the opinions held by competent members of the profession. The
fact that many differences of opinion are expressed indicates the personal nature
of the answers. The questions and answers selected for publication are those
believed to be of general interest.—Editor.]
ACCOUNTING FOR AN INSURANCE AGENCY
Question: A corporation conducts the business of a general insurance agency,
writing all forms except life. It enters into an agreement with a manufacturing
corporation, whereby it writes all of its insurance and accepts the corporation's
stock at par value ($100) in payment of that portion of the premium represented
by commissions, and cash for the balance. Thus, all of its income from this
business is represented in stock of the corporation which has no ascertainable
market value. Most of the stock thus obtained has been preferred, although
some common has been taken. No balance-sheet of the manufacturing com
pany is available, but its president says that the common has a book value
of $200; the preferred, $100. It is not known what constitutes these book
values.
The agency has been taking this stock into its accounts at par value, thus
showing the same income from this business as from any other insurance
written and has paid its manager a percentage of the net income of the
agency (before deducting manager’s commission) in accordance with his
contract.
Wherein is this treatment wrong and what adjustments, if any, should be
made at the end of the agency’s fiscal year?
The same agency has acquired the business of another agency by lending it
$6,000 and paying the second agency 75 per cent of the commissions arising
out of renewals obtained from policies formerly written by the selling agency
for three years. These commissions are credited to the account of the selling
agency and are first to be applied against the $6,000 note. Thereafter, during
the remainder of the three-year period, the selling agency will receive cash for
its portion of these commissions as premium collections are made by the buy
ing agency.
The buying agency proposes to charge as an expense to commissions paid the
75 per cent due the seller just as any other insurance written through a sub
agent. In this way the balance-sheet will, of course, reflect no asset value
representing the acquisition of the selling agency’s business. The buyer took
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over none of the tangible assets or liabilities of the seller—merely his expiration
date file and agreement not to reënter the insurance business.
Is the accounting treatment proposed by the buying agency proper?

Answer No. 1: In our opinion the general insurance agency corporation
would appear to have recorded the transactions with the manufacturing cor
poration correctly, inasmuch as it has recognized the essential facts that the
commission paid by the insurance company represents income and that the
stock acquired from the manufacturing corporation, in part liquidation of the
amount owing for premiums by that company, represents an investment and is
so recorded on its books.
Although the investment is accepted in payment of “that portion of the
premium represented by commissions” we consider that this form of accept
ance is only a device adopted to determine the amount of stock that is to be
acquired and should, therefore, not be regarded as an offset to the commission
income receivable from the insurance company. From the data given in the
question it would seem that the total value of the stock acquired is in excess
of the acquisition price.
We do not consider that any capital value has to be determined in the ac
quisition of the selling agency’s business, inasmuch as no tangible assets were
taken over nor liabilities assumed. It would seem that the agency agrees to
pay 75 per cent of the commissions on all renewals obtained from policies
formerly written by the selling agency for a period of three years and retain
25 per cent of the commissions against which expenses of this renewal business
would have to be offset. The fact that $6,000 was lent to the selling agency
at the time the agreement was entered into does not, in our opinion, raise any
question of capital value. The accounting treatment proposed by the buying
agency as set forth in the text of the question would appear to be proper.
Answer No. 2: The first question is as to whether or not the treatment stated
is incorrect and what adjustments, if any, should be made at the end of the
agency’s fiscal year. Proper treatment for both accounting and tax purposes
would require that the stock received be included in the income account at its
fair value. Even though an arbitrary basis might be agreed upon for arriving
at the manager’s percentage, nevertheless such arbitrary basis should not be
used in determining the income of the agency. The question indicates that no
information is available as to the fair value, if any, of the stock received. If
it appears that such stock has no fair value, then it should be taken up in the
accounts at only a nominal value.
With regard to the second question, the accounting treatment proposed by
the agency appears proper and conservative. At the same time, it would not
be improper to capitalize the payments as an intangible asset, although such
treatment is not to be preferred. It is improbable that the treasury depart
ment would allow the payments to be taken as deductions in the agency’s
income-tax returns. The right to the deduction would depend, in part at least,
on the language of the agreement between the parties and the apparent intent
of it.

Answer No. 3: Since it would be improper for such an agency to make any
rebate of any portion of the regular premiums, it would appear that the stock
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received as part of the premium should be set up on the books at the difference
between the total premium and the portion received in cash. This app
ears to
be the practice followed by the agency. If, however, the actual value of the
stock received is different from that calculated on the foregoing basis, naturally
the actual value should be set up, but in that case it would appear that the
transactions of the agency were improper.
If anything happened between the time the stock was received and the end
of the agency’s fiscal year to change the actual value of the stock, it would seem
to be in order to set up a reserve to bring it to market value at the end of the
year.
The practical effect of the arrangement described in the second paragraph
appears to be that the buying agency is to pay 75 per cent of the commissions
earned by it on the business of the selling agency for a period of three years.
That would appear to be merely a split with another agency of the total com
missions earned, and the method of accounting suggested appears in order.

ACCOUNTING FOR A COOPERATIVE AGENCY

Question: A client is a cooperative marketing agency for canned citrus by
products. It has just completed the first season’s operations, during which
it handled the products of seven canneries. The products of all the canneries
are pooled and each cannery will be paid the pro-rata share of the proceeds of
the pool based upon the total number of cases each cannery has in the pool.
At the close of the year there remain several thousand cases of unsold products
in various warehouses.
A large number of the canneries which shipped during the season just ended
will not operate during the new season. The canneries which will pack are
now beginning on the new season’s pack.
The problem which has presented itself is this: Can the pool for last season
be closed before all of last season’s products are sold?
We have advised our client that the pool can not be closed until all products
are sold. Furthermore, in view of the fact that different canneries will market
their products during the ensuing year, it will be absolutely necessary to keep
the current season’s products separated from last season’s products—and also
to account for the two season’s packs separately. This procedure, in our
opinion, is necessary because of the fact that the canning plants marketing
their products this season are not the same plants which participated in the
previous season’s pool, and, consequently the interests of the two different
groups of canners can not be merged.
Answer No. 1: I would suggest that the pool for 1931 be closed in the same
manner that the pools for previous years’ operations have been closed, but
that the canneries which will not pack during the season of 1932 will have an
interest in the operations of the pool for 1932 to the extent of their inventories
at December 31, 1931.
My understanding is that these pools are continuing entities, that there is
an accounting for each fiscal or calendar year on the basis of the sales during
the period, and that for the purpose of the annual accounting no value is
placed upon the inventory at the end of the period. However, those inven
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tories are considered as a part of the contribution of the members of the pool
to the succeeding year’s operations.
In these circumstances, then, the canneries which will not pack in 1932 will
contribute a smaller volume of business to the operations for the pool in 1932
and will, accordingly, receive their smaller pro-rata share of the earnings of the
pool in that season.

Answer No. 2: We agree with the statement in the question to the effect that
it will be necessary to keep the current season’s products separated from last
season’s products and also to account for the two seasons’ packs separately in
view of the fact that different canneries will market their products during the
ensuing year. As the interests of the former year are different from those of
the coming year, this seems to be obvious.
The only way to avoid accounting for the two seasons separately would be
for the coming season’s pool to come to an arrangement with last season’s pool
to take the unsold products at an agreed price.
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